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ACCIDENT  COMPENSATION  ISSUES 

The  Department  of  Commerce 
chaired  an  18-month  interagency 
study  on  the  topic  of  product  liability. 
The  Task  Force’s  Final  Report  was 
published  on  November  1,  1977. 

On  the  basis  of  that  report  and  in¬ 
terest  in  the  topic,  representatives 
from  the  Office  of  Management  and 
Budget  and  the  Domestic  Policy  Staff 
of  the  White  House  asked  the  Depart¬ 
ment  of  Commerce  to  prepare  an  op¬ 
tions  paper  regarding  what  action,  if 
any,  the  Federal  Government  should 
take  to  address  the  product  liability 
problem.  That  paper,  which  included 
the  Department’s  recommendations, 
was  forwarded  to  the  White  House  on 
February  24,  1978. 

The  Department’s  study  of  product 
liability  highlighted  the  ad  hoc 
method  by  which  the  Federal  Govern¬ 
ment  tends  to  address  issues  relating 
to  accident  compensation  and  insur¬ 
ance.  For  that  reason,  the  paper  also 
set  forth  options  suggesting  how  the 
Administration  could  achieve  a  more 
coordinated  approach  toward  these 
issues  in  general. 

On  March  28,  the  Administration 
completed  its  initial  review  of  the  De¬ 
partment’s  options  paper.  It  autho¬ 
rized  that  it  be  circulated  for  comment 
to  agencies  that  had  an  interest  in  the 
topic.  It  also  authorized  that  the  op¬ 
tions  considered  and  the  Department’s 
recommendations  be  released  to  the 
public.  This  document  is  issued  in  re¬ 
sponse  to  that  authorization.  We 
invite  public  comment  on  its  contents. 

Comments  should  be  addressed  to 
Victor  E.  Schwartz,  Chairman,  Depart¬ 
ment  of  Commerce  Task  Force  on 
Product  Liability  and  Accident  Com¬ 
pensation  Issues,  Room  5027,  U.S.  De¬ 
partment  of  Commerce,  Washington, 
D.C.  20230.  Comments  should  be  for¬ 
warded  within  the  next  thirty  days. 
The  Task  Force  anticipates  that  it 
may  receive  a  large  number  of  com¬ 
ments  and  regrets  that  it  cannot 
assure  acknowledgment  of  each  com¬ 
munication. 

C.  L.  Haslam, 
General  Counsel 
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V.  DEPARTMENT  OF  COMMERCE’S  RECOMMENDA¬ 
TIONS  REGARDING  PRODUCT  LIABILITY  AND  AC¬ 
CIDENT  COMPENSATION  ISSUES 

A.  Short-Term  Solutions 

1.  Amend  IRC  to  permit  reserves  for  self- 
insurance 

2.  Federal  insurance  and  reinsurance  pro¬ 
grams  should  not  be  pursued  at  this 
time. 

B.  Long-Term  Solutions 

1.  Prepare  a  report  that  would  Include 
draft  product  liability  insurance  regula¬ 
tion  standards  and  would  determine 
whether  and  to  what  extent  federal  reg¬ 
ulation  is  warranted. 

2.  Draft  a  product  liability  law  that  could 
be  implemented  at  the  federal  level  or 
utilized  by  the  states. 

3.  Draft  legislation  that  would  make 
Worker  Compensation  a  sole  source  of 
recovery  for  product-related  workplace 
accidents. 

4.  Study  whether  a  practical  no-fault 
product  liability  system  can  be  devel¬ 
oped  for  consumer  products. 

5.  Develop  a  federal  program  to  distribute 
product  risk  information. 


6.  Develop  a  special  loan  program  that 
would  permit  qualified  small  businesses 
to  obtain  loss  prevention  technical  assis¬ 
tance. 

7.  Draft  legislation  to  permit  the  forma¬ 
tion  of  captive  insurance  companies. 

8.  Develop  guidelines  to  assist  insurers  in 
the  formation  of  voluntary  insurance 
pools. 

9.  Establish  an  Interagency  Council  to 
review  and  coordinate  federal  initiatives 
in  the  area  of  accident  compensation. 

[Cross  references  in  text  and  footnotes  are 
to  bracketed  numbers  in  text] 

This  paper  will  briefly  describe  the 
scope  and  nature  of  the  product  liabil¬ 
ity  problem  and  set  forth  options  for 
Administration  action  with  respect  to 
that  problem.  It  also  contains  the 
Commerce  Department’s  recommenda¬ 
tions.  The  Department’s  study  of 
product  liability  highlighted  the  ad 
hoc  method  by  which  the  Federal 
Government  tends  to  address  i.ssues 
relating  to  accident  compensation.  In 
that  regard,  the  paper  will  also  set 
forth  options  suggesting  how  the  Ad¬ 
ministration  can  achieve  a  more  co¬ 
ordinated  approach  toward  accident 
compensation  issues  in  general. 

The  paper  is  largely  predicated  on 
the  Final  Report  of  the  Federal  Inter¬ 
agency  Task  Force  on  Product  Liabil¬ 
ity  (hereinafter  cited  as  "TFR”).  The 
Product  Liability  Task  Force  studied 
the  topic  for  18  months  in  producing 
the  report.  It  received  detailed  input 
from  all  interested  Federal  agencies 
and  interest  groups.  Accordingly,  the 
Ta.sk  Force’s  Final  Report  may  be  the 
most  thorough  and  balanced  analysis 
ever  produced  on  the  subject.  In  that 
regard,  there  is  considerable  sentiment 
from  Congress  and  elsewhere  that  the 
time  for  decisions  and  Administration 
action  has  arrived, 

I.  The  Product  Liability  “Problem” 

A,  THE  SCOPE  AND  NATURE  OF  THE 
PROBLEM 

“Product  liability”  deals  with  how 
our  legal  and  private  insurance  sys¬ 
tems  compensate  persons  injured  by 
products.  It  defines  the  responsibility 
of  retailers,  distributors,  and  manufac¬ 
turers  for  products  that  cause  injury. 

In  1975,  an  apparent  crisis  arose  in 
the  field  of  product  liability.  A 
number  of  manufacturers  and  busi¬ 
ness  periodicals  alleged  that  product 
liability  insurance  had  become  un¬ 
available  or  unaffordable.  Serious  con¬ 
sequences  were  implied:  businesses 
might  terminate  because  they  were 
unable  to  obtain  coverage;  injured  per¬ 
sons  would  be  unable  to  enforce  prod¬ 
uct  liability  judgments;  and  manufac¬ 
turers  would  be  hesitant  to  produce 
some  products  that  would  be  useful  to 
society. 

Beginning  in  June  of  1976,  a  Federal 
Interagency  Task  Force  began  an  in¬ 
tensive  study  of  the  subject.  In  No¬ 
vember  1977,  it  published  a  Final 
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Report.  The  Final  Report  of  the  Task 
Force  found  that  some  extraordinary 
assertions  about  the  product  liability 
problem  were  not  true,  such  as  some 
insurers’  claim  that  [2]  one  million 
product  liability  claims  were  filed  in 
1976.*  The  Task  Force  also  found  that 
some  "horror”  cases  related  by  manu¬ 
facturers  did  not  exist.  On  the  other 
hand,  the  organized  plaintiff’s  bar  as¬ 
serted  that  there  was  no  product  li¬ 
ability  problem  at  all;  this  assertion 
also  was  unfounded.  Discovering  the 
truth  is  not  easy  because  no  source, 
governmental  or  private,  has  kept  sta¬ 
tistically  reliable  data  on  the  number 
and  severity  of  product  liability 
claims.  This  much,  however,  seems 
clear: 

•Product  liability  premiums  have  in¬ 
creased  substantially  for  manufac¬ 
turers  of  industrial  equipment,  in¬ 
dustrial  chemicals,  and  metal  cast¬ 
ings.  Similar  increases  aLso  appear  to 
have  affected  manufacturers  of 
pharmaceuticals,  medical  devices, 
power  lawnmowers,  sporting  goods, 
ladders,  and  other  high-risk  consum¬ 
er  products.  The  Task  P’orce’s  sur¬ 
veys  indicated  that  increases  from 
1975  to  1976  averaged  over  200  per¬ 
cent.  Anecdotal  data  show  much 
higher  increases— over  1,000  per¬ 
cent— for  some  individual  firms. 
Some  manufacturers  have  experi¬ 
enced  very  large  increases  although 
they  have  suffered  no  product  liabil¬ 
ity  claims.  See  TFR,  pp.  VI-11-27. 
•Product  liability  problems— alone— 
have  not  caused  businesses  to  fail; 
however,  increased  product  liability 
costs  may  be  one  of  several  factors 
that  may  cause  small  manufacturers 
of  high-risk  products  to  terminate 
operations.  See  TFR.  pp.  VI-32-35. 
•Some  manufacturers  of  durable 
goods  who  have  been  in  business  a 
long  time  may  not  be  able  to  “pass 
on”  increased  product  liability  pre¬ 
mium  costs  in  the  price  of  their 
products.  See  TFR,  p.  VI-26.  This 
also  may  be  true  for  small  businesses 
in  high-risk  product  lines. 

•In  general,  the  impact  of  premium 
increases  has  been  greater  for  small 
as  compared  to  larger  businesses 
(TFR.  VI-26-27). 

•Circumstantial  evidence  suggests 
that  some  businesses  may  be  operat¬ 
ing  without  sufficient  economic  re¬ 
sources  to  enable  them  to  respond  to 
a  series  of  substantial  product  liabil¬ 
ity  judgments.  See  TFR,  p.  VI-34. 
•Product  liability  problems  in  the 
pharmaceutical  and  medical  devices 
industries  have  apparently  rein¬ 
forced  trends  against  new  product 


■The  ATLA  has  announced  that  a  class 
action  suit  has  been  filed  in  a  Connecticut 
Superior  Court  in  regard  to  this  and  related 
Issues— charging  major  insurance  companies 
with  deceptive  advertising.  See  The  Wash¬ 
ington  Star,  p.  1  (2/13/78). 


development.  Product  liability  prob¬ 
lems  may  also  have  caused  some 
manufacturers  [3]  to  discontinue 
production  of  existing  products,  es¬ 
pecially  smaller  firms  that  produce 
high-risk  products. 

•On  the  other  hand,  increasing  prod¬ 
uct  liability  premiums  as  well  as  the 
threat  of  high  tort  awards  have  ap¬ 
parently  cau.sed  manufacturers  to 
discontinue  products  whose  poten¬ 
tial  for  harm  outweighs  their  social 
utility.  See  TFR,  pp.  VI-28-32. 
•Increased  costs  of  product  liability 
insurance  may  affect  the  cost  of 
products,  although  it  is  difficult  to 
measure  the  impact  precisely.  Some 
manufacturers  of  machine  tools 
have  estimated  that  product  liability 
premiums  comprise  over  ten  percent 
of  the  price  of  their  products  (see 
TFR.  p.  VI-28),  and  sporting  goods 
manufacturers  point  to  situations 
where  product  liability  coverage  al¬ 
ready  represents  15  percent  of  the 
sales  price  of  some  equipment.  In 
the  product  lines  stucl.ed  by  the 
Task  Force,*  the  cost  of  insurance 
appears  to  be  less  than  one  percent 
of  sales.  Accordingly,  product  liabil¬ 
ity  may  constitute  more  than  one 
percent  of  the  price  of  products.  In¬ 
termediate  handlers,  such  as  distrib¬ 
utors  and  retailers,  have  also  been 
subject  to  increased  product  liability 
premium  costs,  and  they  attempt  to 
pass  those  costs  on  to  the  purchaser 
of  the  product.  See  TFR,  p.  VI-27. 
•Some  manufacturers  consider  prod¬ 
uct  liability  to  be  their  most  pressing 
policy  issue. 

•Some  product  liability  insurers 
appear  to  have  engaged  in  panic 
pricing.  Lack  of  data  makes  it  impos¬ 
sible  to  determine  whether  most 
product  liability  insurance  premium 
increases  were  justified.  See  TFR, 
pp.  1-21-24. 

B.  CALLS  FOR  LEGISLATION 

Manufacturers,  distributors,  retail¬ 
ers,  and  insurers  have  had  an  intense 
interest  in  solving  the  product  liability 
problem.  Their  impact  has  been  felt 
very  strongly  at  the  state  legislative 
level.  At  present,  42  states  are  consid¬ 
ering  product  liability  laws,  and  over 
110  bills  are  in  active  status.  At  least  a 
half  a  dozen  states  have  already  en¬ 
acted  laws. 

[4]  Some  of  the  laws  under  consider¬ 
ation  are  decidedly  anticonsumer. 
Some  proposals  would  deny  product 
users  any  recovery  where  they  as¬ 
sumed  the  risk,  were  contributorily 
negligent,  or  misused  the  product. 
They  also  would  have  no  recovery  if 


’Industrial  machinery:  industrial  grinding 
wheels;  ferrous  and  non-ferrous  metal  cast¬ 
ings;  industrial  chemicals;  aircraft  compo¬ 
nent  parts;  automotive  component  parts; 
medical  devices;  pharmaceuticals;  and  power 
lawnmowers. 


some  third  party  (such  as  an  employ¬ 
er)  altered  the  product  in  any  material 
way.  Other  state  legtslation  contains 
harsh  statutes  of  limitations  that  de¬ 
prive  persons  of  their  right  to  sue  even 
before  they  are  injured. 

State  legislatures  are  interested  in 
knowing  what  the  Administration 
plans  to  do  about  the  product  liability 
issue. 

Congress,  especially  the  House  of 
Representatives,  appears  to  have  been 
sensitized  to  the  product  liability  prob¬ 
lem.  Over  100  representatives  have  en¬ 
dorsed  one  form  or  another  of  a  prod¬ 
uct  liability  tax  reserve  measure  (dis¬ 
cussed  at  p.  34  below),  and  approxi¬ 
mately  20  product  liability  bills  were 
introduced  in  the  F’irst  Session. 

Since  the  publication  of  the  Final 
Report,  there  has  been  very  substan¬ 
tial  interest  by  a  number  of  major  in¬ 
dustry  and  insurer  associations  and 
trade  publications  in  the  Administra¬ 
tion’s  plans  about  product  liability. 

Publicity  about  the  recent  multimil¬ 
lion  dollar  product  liability  suits 
against  Ford  and  General  Motors  has 
intensified  public  interest. 

C.  CAUSES  OF  THE  PROBLEM  AND  THE 

NATURE  OF  THE  OPTIONS  SET  FORTH 

HEREIN 

The  Task  Force  identified  three 
principal  causes  of  the  problem:  in.sur- 
er  ratemaking  practices,  uncertainties 
in  the  tort-litigation  system,  and  the 
manufacture  of  unsafe  products.  See 
TFR,  pp.  1-20-30.  The  report  also  ob¬ 
served  the  tendency  for  each  group  af¬ 
fected  by  the  problem  to  attribute  the 
cause  to  the  other  groups.  Thus,  insur¬ 
ers  claim  that  the  problem  is  caused 
by  unsafe  manufacturing  practices 
and  the  tort  system.  Attorneys  claim 
that  it  has  been  caused  by  inept  insur¬ 
er  ratemaking  practices.  Manufactur¬ 
ers.  like  insurers,  blame  the  tort 
system.  The  Task  Force  found  that  in 
a  sense,  all  groups  w’ere  correct.  Unless 
each  of  the  causes  is  properly  ad¬ 
dressed,  the  problem  will  continue  and 
grow  worse.  A  remedy  in  one  area,  and 
not  in  the  others,  would  be  unsound 
public  policy. 

[5] 

II.  Principal  Options  That  Address 
THE  Causes  of  the  Problem 

A.  LIABILITY  INSURANCE  RATEMAKING 
PROCEDURES 

The  Task  Force  found  that  the 
highly  subjective  methods  by  which 
product  liability  insurance  rates  and 
premiums  were  set  during  the  1974- 
1976  period  are  a  principal,  but  not 
the  sole  cause,  of  the  problem.  See 
TFR.  p.  1-21. 

The  Task  Force  also  found  that  in 
the  overwhelming  majority  of  cases, 
insurance  company  sources  did  not 
rely  on  adequate  data  either  in  terms 
of  the  number  or  size  of  claims  to  sup- 
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port  premium  increases  that  occurred 
in  the  1974-1976  period.  This  factor, 
along  with  uncertainties  in  insurer  ra¬ 
temaking  practices,  made  it  almost  im¬ 
possible  to  obtain  an  accurate  profit 
and  loss  picture  for  product  liability 
insurance.  See  TFR,  pp.  V-33-40.  The 
Task  Force  was  unable  to  make  a  find¬ 
ing  as  to  whether  product  liability  pre¬ 
mium  increases  were,  as  a  whole,  justi¬ 
fied  in  the  1974-1976  period.  Circum¬ 
stantial  evidence,  however,  suggested 
that  insurers  engage  in  “panic  pric¬ 
ing.”  See  TFR.  p.  I-23.» 

With  respect  to  insurer  ratemaking 
practices,  the  Task  Force  concluded 
that: 

—Better  data  should  be  collected  for 
all  product  liability  insurance  premi¬ 
ums,  losses,  and  claims. 

—Product  liability  insurance  rates  and 
premiums  should  be  more  closely  re¬ 
lated  to  statistical  assessments  of 
product  risk. 

—Product  liability  insurance  rates  and 
premiums  should  be  monitored  to 
ensure  that  they  are  fair,  non-dis- 
criminatory,  and  reasonably  related 
to  product  risk. 

—There  is  a  need  to  promote  greater 
financial  disclosure  and  accountabil¬ 
ity  in  product  liability  insurance. 

For  a  detailed  explanation  of  these 
conclusions,  see  TFR,  pp.  V-47-51. 

[61  Option  1:  Take  no  further  Feder¬ 
al  action  on  this  topic  at  this  time- 
leave  improvement  to  the  states  and 
voluntary  efforts  by  the  insurance  in¬ 
dustry. 

Pro 

•The  general  policy  of  the  Federal 
Government,  embodied  in  the  1945 
McCarran-Ferguson  Insurance  Reg¬ 
ulation  Act,  has  been  to  leave  regula¬ 
tion  of  insurance  to  the  states.  See 
15  U.S.C.  §  1-11. 

•Some  industry  and  state  activity  ap¬ 
pears  to  be  underway; 

— The  Insurance  Services  Office 
(ISO),  the  leading  insurance  rate¬ 
making  organization,  has  stated 
that  it  has  developed  a  new  statis¬ 
tical  plan  that  may  help  gather 
more  data  about  product  liability 
claims. 

—The  National  Association  of  In¬ 
surance  Commissioners  (NAIC)  is 
sending  a  general  questionnaire  to 
product  liability  insurers  in  order 
to  get  more  information  about  the 
product  liability  and  an  NAIC  sub¬ 


committee  hats  recommended  that 
product  liability  data  be  separately 
reported  in  insurance  policies. 

—Two  states,  Kansas  and  Minne¬ 
sota,  have  enacted  laws  that  re¬ 
quire  product  liability  insurers  to 
report  data  regarding  product  li¬ 
ability  insurance  premiums,  losses, 
and  claims  to  state  commissioners. 
Other  states  are  likely  to  take 
some  action  along  these  lines  in 
the  future. 

Con 

•In  the  past,  insurers  have  not  been 
quick  to  police  themselves,  and  state 
'  insurance  regulation  in  many  juris¬ 
dictions  has  been  very  weak. 

•The  legislative  history  of  the  McCar¬ 
ran-Ferguson  Act  shows  that  its 
intent  was  to  promote  the  gathering 
of  accurate  statistical  data,  and  not 
to  allow  insurers  to  set  rates  subjec¬ 
tively. 

•The  extent  and  effectiveness  of  vol¬ 
untary  action  by  the  insurance  in¬ 
dustry  are  uncertain  at  this  point. 
While  Task  Force  efforts  may  have 
encouraged  ISO  to  expedite  develop¬ 
ment  of  its  new  statistical  plan,  it 
will  take  time  to  learn  whether  the 
plan  will  be  effective. 

[7] 

•Neither  the  ISO  plan  nor  the  NAIC 
proposal  will  monitor  rates  and  pre¬ 
miums  to  ensure  that  they  are  fair, 
non-discriminatory,  and  reasonably 
related  to  product  risk. 

•Last  year  the  NAIC  rejected  a  sub¬ 
committee  recommendation  that 
product  liability  data  be  reported  on 
a  separate  line. 

•Individual  state  action  in  gathering 
information  on  premiums  and  claims 
Ls  likely  to  be  ineffective  because 
product  liability  rates  are  set  (and 
thus  must  be  evaluated)  on  a  nation¬ 
wide  basis. 

Option  2:  Adopt  minimum  federal 
standards  for  the  regulation  of  product 
liability  insurance. 

The  Administration  could  draft  leg¬ 
islation  that  would  contain  minimum 
federal  standards  for  the  regulation  of 
product  liability  insurance.  This  would 
allow  state  insurance  regulatory  mech¬ 
anisms  to  continue  to  function  with  a 
minimum  of  federal  interference.  The 
Federal  Government  would  act  as  a 
clearinghouse  for  data  collected  by  the 
states  and  would  take  some  steps  to 
ensure  that  regulations  were,  in  fact, 
being  carried  out. 


^Although  the  report's  discussion  of  this 
issue  was  praised  by  consumer  groups,  the 
plaintiff’s  bar,  and  some  congressmen,  in¬ 
surance  groups  maintain  that  insurance  ra¬ 
temaking  practices  were  not  a  cause  of  the 
product  liability  problem.  However,  a  very 
recent  study  by  the  Missouri  State  Senate 
Select  Com^ttee  on  Product  Liability  tends 
to  confirm  the  Task  Force’s  findings.  Mis¬ 
souri  Senate  Select  Committee  on  Product 
LiabUity  Report  at  p.  12  (12/30/77). 


Pro 

•Short  of  substituting  federal  for 
state  regulation,  this  would  be  the 
most  certain  method  of  improving 
insurer  ratemaking  practices. 

•State  regulation  of  product  liability 
insurance  in  many  cases  has  been  in¬ 
effective.  This  may  be  one  reason 
why  insurer  groups  have  steadfastly 
opposed  uniform  federal  regulation. 


•Leaving  this  matter  to  state  regula¬ 
tion  can  exacerbate  the  problem— in¬ 
surers  may  leave  states  with  more 
rigorous  requirements  and  only 
write  policies  in  states  whose  re¬ 
quirements  are  lax. 

•The  proposed  approach  could  be  im¬ 
plemented  without  establishing  a 
new  federal  agency. 

[8] 

•The  Federal  Government  is  in  a 
better  position  than  the  states  or 
private  organizations  to  collect  data 
on  product  liability  insurance  premi¬ 
ums.  losses,  and  claims.  It  could 
supply  those  data  to  the  states,  al¬ 
lowing  them  to  review  rates  in  order 
to  determine  whether  they  are  fair 
and  reasonable.  This  could  be  done 
within  an  existing  department.  e.g., 
the  Federal  Insurance  Administra¬ 
tion  of  HUD. 

•The  General  purpose  of  the  McCar¬ 
ran-Ferguson  Act.  at  least  in  the 
area  of  product  liability  insurance, 
appears  to  have  been  subverted:  ade¬ 
quate  nationwide  data  are  not  being 
collected  on  a  regular  basis. 

Con 

•The  Final  Report’s  conclusions  on 
regulation  of  product  liability  insur¬ 
ance  arguably  need  development.  It 
may  be  better  to  review  detailed  pro¬ 
posals  regarding  insurance  regula¬ 
tion  before  deciding  that  the  Federal 
Government  should  implement 
them. 

•It  is  arguably  better  to  examine  care¬ 
fully  what  steps  the  NAIC  and  the 
insurance  industry  have  taken  to 
solve  the  problem  before  making  any 
commitment  on  federal  regulation. 

Option  3.  Conduct  a  further  study  of 

rat^making  practices  and  determine 

whether  they  could  be  best  implement¬ 
ed  by  direct  federal  regulation. 

Pro 

•While  the  Task  Force  gave  very  care¬ 
ful  attention  to  insurance  ratemak¬ 
ing  practices  and  analyzed  remedial 
proposals  In  that  area,  it  was  not  em¬ 
powered  to  discuss  the  Issue  of  the 
implementation  of  those  remedies. 

[91 

•Further  study  with  a  specific  focus 
on  the  Task  Force’s  recommenda¬ 
tions  would  allow  more  input  about 
them  from  consumer,  manufacturer, 
and  insurer  groups. 

Con 

•It  can  forcefully  be  argued  that  the 
Task  Force’s  18-month  study  is  a 
sufficient  base  to  commence  specific 
federal  action.  For  example,  on  the 
basis  of  the  report  and  his  own  in¬ 
vestigations.  Congressman  John  La- 
Falce  introduced  a  “comprehensive 
legislative  proposal”  that  would 
create  a  Federal  Insurance  Commis- 
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Sion  to  supplement  state  regulatory 
efforts. 

B.  UNSAFE  MANUFACTURING  PRACTICES 

The  Task  Force’s  Final  Report 
shows  that  while  more  manufacturers 
are  giving  greater  attention  to  product 
liability  loss  prevention  techniques, 
some  companies— especially  smaller 
ones— are  unable  to  devote  sufficient 
resources  to  this  area.  See  'I'P’R,  pp. 
VI-47-51.  While  a  number  of  federal 
regulatory  agencies  have,  at  times, 
alerted  manufacturers  about  product 
hazards  or  defects,  neither  the  federal 
nor  state  governments  appear  to  have 
any  general  information-sharing  pro¬ 
gram  that  would  bring  such  informa¬ 
tion  to  the  attention  of  all  relevant 
businesses. 

[10]  While  insurers  claim  that  they 
are  providing  assistance  in  the  area  of 
product  liability  loss  prevention,  gen¬ 
erally  they  have  not  provided  detailed 
guidance  to  smaller  manufacturers. 
Also,  executives  of  a  number  of  such 
companies  complained  to  the  Task 
Force  that  the  present  insurance  rate¬ 
making  system  does  not  create  incen¬ 
tives  for  implementing  product  liabil¬ 
ity  loss  prevention  programs.  In  that 
regard,  they  state  that  they  do  not  re¬ 
ceive  credit  in  their  premiums  for  un¬ 
dertaking  such  programs. 

The  failure  of  some  manufacturers 
to  utilize  effective  product  liability 
loss  prevention  methods  leads,  in  turn, 
to  more  product  liability-related  injur¬ 
ies  and  claims.  This,  in  turn,  leads  to 
greater  insurance  and  other  costs  for 
manufacturers  and  (ultimately)  the 
product  user  or  consumer.  See  TFH, 
pp.  1-24-26. 

Option  1:  Take  no  federal  action. 

Pro 

•The  tort  system  and  rising  insurance 
rates  are  acting  as  an  Incentive  to 
manufacutrers  to  produce  .safe  prod¬ 
ucts. 

•A  number  of  major  federal  agencies’ 
full-time  activity  focuses  on  product 
safety. 

Con 

•Unsafe  products  are  a  cause  of  the 
product  liability  problem. 
•Improvements  in  insiirer  ratemaking 
practices  and  the  tort  system  could 
dull  incentives  to  produce  safe  prod¬ 
ucts. 

•As  Options  2,  3.  4,  and  5  show,  prod¬ 
uct  safety  may  be  improved  without 
increasing  federal  regulation  of  man¬ 
ufacturers. 

[11]  Option  2:  Develop  a  specific 
Federal  Government  program  of  shar¬ 
ing  product  risk  information  vnth  pri¬ 
vate  industry. 

The  Task  Force’s  Final  Report  con¬ 
cluded  that  it  would  be  useful  if  the 
Federal  Government  developed  a  co¬ 
ordinated  program  of  sharing  product 
risk  information  with  private  industry. 


The  information  would  concern  specif¬ 
ic  characteristics  of  products  that  are 
frequently  associated  with  product-re¬ 
lated  accidents.  See  TFR,  pp.  VII-183- 
186.  As  the  report  noted,  the  Chair¬ 
man  of  the  Consumer  Product  Safety 
Commission  (CPSC)  has  already  indi¬ 
cated  that  it  is  interested  in  a  greater 
role  with  respect  to  consumer  prod¬ 
ucts.  OSHA  (within  its  legal  mandate) 
has  an  opportunity  to  gather  impor¬ 
tant  Information  about  workplace 
products.  Some  of  that  information  is 
directly  relevant  to  risks  that  stem 
from  the  use  of  machine  tools  and 
other  workplace  equipment.  At  pre¬ 
sent,  this  information  may  not  reach 
product  manufacturers. 

Other  agencies  of  the  Federal  Gov¬ 
ernment  may  also  have  information 
that  could  provide  an  early  warning  to 
manufacturers  about  product  hazards. 
For  example,  a  structure  similar  to  the 
recently  formed  "Interagency  Regula¬ 
tory  Liaison  Group”  *  could  be  utilized 
to  pool  the  infoi-mation.  Commerce 
Department  field  offices  could  be  used 
to  distribute  information  obtained  by 
the  Federal  Government. 

Pro 

•Unsafe  manufacturing  practices  are 
part  of  the  product  liability  problem. 
Action  that  seeks  to  alleviate  other 
causes  of  the  problem  but  ignores 
product  safety  is  unsound  social 
policy. 

•The  suggested  approach  attempts  to 
place  government  and  industry  in  a 
cooperative  framework. 

Con 

•Unle.ss  the  program  is  carefully  de¬ 
signed.  it  could  lead  to  additional  ex¬ 
penditures  and  bureaucratic  waste. 
Agencies  already  have  difficulty 
gathering  product  risk  information. 

[12] 

•Manufacturers  regard  unsafe  prod¬ 
ucts  as  the  least  important  cause  of 
the  product  liability  problem.  They 
would  regard  any  additional  report¬ 
ing  requirements  as  anomalously 
compounding  their  problems. 

•The  approach  will  not  fully  meet  the 
needs  of  small  manufacturers  with 
regard  to  the  topic  of  product  liabil¬ 
ity  loss  prevention.  Although  they 
may  be  alerted  to  product  defects 
that  they  are  not  aware  of,  the  ap¬ 
proach  does  not  provide  the  techni¬ 
cal  guidance  that  would  lead  to  on¬ 
going  product  liability  loss  preven¬ 
tion  programs. 

Option  3:  Provide  means,  either  oy 
directly  supplying  personnel  or 
through  loan  programs,  whereby  tech- 


♦This  group  (composed  of  the  PDA, 
CPSC,  EPA,  and  OSHA)  is  cooperating  to 
make  efficient  use  of  government  resources 
to  protect  the  public  from  the  adverse  effect 
of  toxic  and  hazardous  substances. 


nical  assistance  in  the  area  of  product 
liability  loss  prevention  is  supplied  to 
small  businesses. 

Pro 

•Product  liability  loss  prevention  as¬ 
sistance  could  solve  problems  beyond 
product  liability;  it  would  help 
reduce  the  number  and  severity  of 
accidents  in  general. 

•This  type  of  relief  gets  at  the  very 
heart  of  the  needs  of  some  small 
businesses. 

•If  the  program  were  made  available 
on  a  strictly  voluntary  basis,  it  could 
win  the  support  of  business,  insur¬ 
ers,  and  consumers. 

Con 

•The  number  of  government  person¬ 
nel  capable  of  providing  technical  as¬ 
sistance  in  product  liability  loss  pre¬ 
vention  is  insufficient.  Both  the 
CPSC  and  OSHA  indicated  to  the 
Task  Force  that  they  could  not  pro¬ 
vide  direct  detailed  engineering 
advice  to  businesses:  this  would  take 
them  out  of  their  regulatory  roles 
and  place  them  in  direct  competition 
with  private  consulting  firms. 

•The  focus  of  a  program  of  this  kind 
would  probably  have  to  be  on  provid¬ 
ing  special  SBA  loans  that  might  en¬ 
courage  small  businesses  to  obtain 
product  liability  loss  prevention 
advice  in  the  private  sector.  This 
would  Involve  uncertain  new  costs  to 
the  federal  budget. 

[13]  Option  4:  Federally  require  in¬ 
surers  to  build  into  their  product  li¬ 
ability  rates  an  appropriate  discount 
when  insureds  use  proper  product  li¬ 
ability  loss  prevention  techniques 
and/or  have  been  free  of  product  li¬ 
ability  claims. 

There  appears  to  be  no  consistent 
pattern  as  to  whether  insurers  reduce 
premiums  when  insureds  utilize  effec¬ 
tive  product  liability  loss  prevention 
plans.  See  TFR,  pp.  VII-177-178.  Al.so, 
product  liability  insurers  do  not  gener¬ 
ally  experience-rate  small  busine.sses. 

In  order  to  bring  the.se  results  about, 
regulatory  action  would  have  to  be  un¬ 
dertaken  at  the  state  level  unless  a 
new  federal  statute  *  required  state  in¬ 
surance  commissioners  to  promulgate 
and  enforce  orders  reflecting  such  dif¬ 
ferentials. 

Pro 

•Mandating  an  appropriate  discount 
based  on  claims  experience  and  loss 
prevention  programs  would  allow 
firms  to  see  a  clear  relationship  be¬ 
tween  their  efforts  toward  product 
safety  and  liability  insurance  costs. 
At  present,  many  executives  do  not 
believe  this  relationship  exists. 

•The  program  may  be  particularly 
helpful  for  some  small  businesses 
that  are  not  experience-rated. 


‘For  a  discussion  of  problems  relating  to 
federal  versus  state  regulation  of  product  li¬ 
ability  insurance,  see  pp.  5-9. 
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•Insurers  are  often  in  a  very  good  po¬ 
sition  to  determine  whether  an  indi¬ 
vidual  insured  uses  proper  product 
liability  loss  prevention  techniques. 
•A  regulation  of  this  type  may  reduce 
the  need  for  general  public  law  regu¬ 
lation  with  regard  to  the  design  and 
production  of  products. 

Con 

•Since  product  liability  insurance  cov¬ 
erage  is  often  sold  as  part  of  a  larger 
package,  it  would  be  difficult  to 
mandgfte  a  premium  reduction  of  X 
dollars  or  a  percentage  of  dollars  per 
safety  feature.  This  problem  may  be 
reduced  now  that  more  insurers  are 
breaking  out  product  liability  as  a 
separate  line  of  insurance. 

[14] 

•There  is  no  statistical  proof  that  the 
programs  will  ultimately  result  in  a 
lowering  of  the  number  or  amount 
of  claims. 

•Effective  product  liability  loss  pre¬ 
vention  programs  would  not  extend 
to  products  that  were  manufactured 
in  the  past. 

•Insurers  argue  that  experience  rating 
does  not  work  for  small  firms. 

•Both  the  Task  Force’s  Legal  and  In¬ 
surance  Studies  took  a  negative  view 
of  rules  that  would  force  insurers  to 
reduce  premiums  based  on  product"' 
liability  loss  prevention. 

•A  mechanism  may  have  to  be  devel¬ 
oped  whereby  the  state  absorbs  a 
portion  of  the  cost  of  the  discount. 

Option  5:  Federally  require^  that  in¬ 
surers  assist  their  insureds  in  loss  pre¬ 
vention. 

Some  consumer -oriented  insurance 
experts  have  suggested  that  since  in¬ 
surers  are  knowledgeable  about  risks 
they  insure,  they  are  in  the  best  posi¬ 
tion  to  provide  product  liability  loss 
prevention  advice  to  insureds.  While 
insurers  appear  to  be  more  active  in 
this  area,  they  rarely  provide  detailed 
information  to  insureds  who  usually 
need  it  most— small  businesses. 

Pro 

•It  is  arguably  unsound  policy  to 
permit  insurance  companies  to  ac¬ 
quire  expertise  about  product  risks 
and  utilize  this  information  solely 
for  the  purpose  of  estimating  the 
cost  of  injuries— not  for  the  purpose 
of  eliminating  those  injuries. 

•Insurer  action  in  this  area  would 
reduce  the  need  for  further  govern¬ 
mental  regulation  of  product  safety. 
It  is  a  method  whereby  private  in¬ 
dustry  can  regulate  itself. 

[15] 

•Mandatory  insurer  Worker  Compen¬ 
sation  loss  prevention  programs  are 


‘For  a  discussion  of  problems  relating  to 
federal  versus  state  regulation  of  product  li¬ 
ability  insurance,  see  pp.  5-9. 


already  in  operation  in  Texas  and 
Oregon;  these  programs  may  provide 
working  models  for  use  in  the  area 
pf  product  liability. 

Con 

•Most  iiLsurance  company  loss  person¬ 
nel  are  generalists.  They  lack  the 
specific  knowledge  that  would 
enable  them  to  provide  detailed  in¬ 
formation. 

•Insurers  assert  that  requiring  them 
to  undertake  full  product  liability 
loss  prevention  efforts  would  result 
in  an  increase  in  the  cost  of  insur¬ 
ance. 

•Smaller  insurers  would  have  special 
difficulty  complying  with  this  regu¬ 
lation. 

•The  insurance  industry  argues  that 
product  liability  loss  prevention,  in 
the  main,  is  the  job  of  government 
and  the  industries  themselves. 

•Many  insurers  do  not  want  to  be 
“forced  into  a  policing  role  which 
would  place  them  in  opposition  to 
their  customers.”  See  TFR,  p.  VII- 
181. 

•Insurers  are  concerned  that  the  proc¬ 
ess  might  subject  them  to  liability 
for  negligent  inspection.  The  Final 
Report,  however,  suggests  that  this 
concern  can  be  dealt  with  in  legisla¬ 
tion.  See  TFR,  pp.  VII-182-183. 

C.  UNCERTAINTIES  IN  THE  TORT- 
LITIGATION  SYSTEM 

Uncertainties  in  the  tort-litigation 
system  have  helped  bring  about  the 
product  liability  problem.  Assuming 
there  were  improvements  in  insurance 
ratemaking  practices  and  in  product  li¬ 
ability  loss  prevention,  uncertainties 
in  the  substantive  rules  governing  the 
tort-litigation  system  could  serve  as 
justification  for  continuous  major  ad¬ 
justments  in  product  liability  insur¬ 
ance  rates.  Thus,  insurers  stress  that 
in  light  of  the  current  legal  climate, 
past  data  are  not  a  reliable  source  for 
ratemaking. 

Product  liability  rules  are  in  a  con¬ 
stant  state  of  change  (usually  with  ret¬ 
roactive  application)  in  each  of  50  dif¬ 
ferent  jurisdictions.  While  most  appel¬ 
late  court  decisions  appear  to  balance 
the  economic  burden  on  the  manufac¬ 
turer  to  produce  a  safe  product 
against  the  probability  that  the  prod¬ 
uct  may  cause  injuries  and  the  sever¬ 
ity  of  those  injuries,  some  regard  [16] 
product  liability  law  simply  as  a  com¬ 
pensation  device.  Because  the  tort-liti¬ 
gation  system  was  not  designed  as 
» such,  this  view  has  created  a  problem 
for  all  concerned. 

The  Task  Force  found  that  cases 
which  w’ere  transparently  unfair  to 
manufacturers,  distributors,  or  retail¬ 
ers  were  relatively  few  in  number.  But 
since  it  is  almost  impossible  to  predict 
when  courts  will  change  product  liabil¬ 
ity  law  and  broaden  the  exposure  of 
insureds,  these  cases  may  continue  to 


cause  the  product  liability  problem  to 
fester  and  possibly  to  grow  worse. 

It  is  within  the  context  of  tort  law 
reform  that  most  of  the  commonly 
proposed  remedies  for  the  product  li¬ 
ability  problem  arise,  e.g..  modifying 
the  statute  of  limitations,  creating  a 
compliance  with  safety  standards  de¬ 
fense,  eliminating  punitive  damages. 
Any  effort  would  require  decisions  on 
all  of  these  issues. 

There  are  a  number  of  options  to  be 
considered  with  respect  to  this  aspect 
of  the  product  liability  problem.  The 
first  general  approach  Is  to  find  a 
means  to  improve  the  tort-litigation 
system.  Under  this  approach,  one  has 
three  basic  options: 

(1)  Leave  the  matter  of  change  to 
the  states; 

(2)  Draft  a  model  law  for  the  states: 
or 

(3)  Draft  federal  product  liability 
standards. 

A  major  alternative  approach  is  to 
abandon  the  tort-litigation  system  and 
develop  a  no-fault  compensation 
system  in  the  area  of  product  liability. 
As  the  discussion  below  will  show,  this 
alternative  is  more  readily  achievable 
with  respect  to  workplace  injuries 
than  consumer  Injuries, 

1.  Improvement  of  the  Tort-hitiga- 
tion  System. 

Option  1:  Leave  modification  of 
product  liability  law  to  the  states. 

Pro 

•Tort  law  has  traditionally  been  left 
to  state  governance.  (For  a  brief  his¬ 
tory  of  federal  involvement  in  state 
tort  law,  see  Tab  A). 

[17] 

•The  states  at  present  are  considering 
modification  of  tort  law  in  the  area 
of  product  liability.  Over  42  states 
have  introduced  legislation,  and  over 
100  bills  are  in  active  status. 

•State  experimentation  in  this  area 
might  reveal  new  alternatives  that 
were  not  considered  by  the  Task 
Force. 

•The  Task  Force’s  study  supplies  ma¬ 
terial  for  the  states  to  consider.  In 
that  respect,  the  Federal  Govern¬ 
ment  has  already  helped  resolve 
problems  relating  to  tort  law. 

Con 

•The  wide  variety  of  legislative  action 
at  the  state  level  would  only  fuel  the 
uncertainty  in  the  area  of  product  li¬ 
ability. 

•The  administration  could  be  regard¬ 
ed  as  inconsistent  and  anti-business 
in  taking  action  with  respect  to  tort 
law  problems  in  the  area  of  auto¬ 
mobile  accident  compensation  and 
ignoring  product  liability. 

•Product  liability  rates  are  formed  on 
a  nationwide,  not  a  state-by-state 
basis.  Thus,  action  in  any  individual 
state  is  unlikely  to  reduce  product  li- 
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ability  costs  for  manufacturers  in 
that  particular  state. 

•Many  states’  product  liability  laws 
will  not  balance  the  interests  of  con¬ 
sumers  and  manufacturers.  This  is 
because  consumers  (as  contrasted 
with  manufacturers)  do  not  have 
well-organized  lobbies  or  sufficient 
personnel  to  argue  their  cause. 

•Businesses  and  insurers  regard  the 
tort-litigation  system  as  the  primary 
cause  of  the  product  liability  prob¬ 
lem. 

Option  2:  Drajt  a  model  product  li¬ 
ability  law  for  use  by  the  states. 

Pro 

•The  "hodge-podge”  of  current  state 
initiatives  has  created  a  demand  for 
a  uniform  product  liability  law  that 
could  be  utilized  by  state  legisla¬ 
tures. 

[18] 

•State  legislators  have  expre.ssed  this 
interest  to  the  Task  Force. 

•The  American  Law  In.stitute  (ALI),  a 
potential  source  of  drafting  a  uni¬ 
form  law,  has  just  completed  a  revi¬ 
sion  of  the  Restatement  of  Torts. 
The  ALI’s  current  agenda  is  full,  and 
it  does  not  have  the  time  and  re¬ 
sources  to  undertake  the  develop¬ 
ment  of  a  uniform  product  liability 
law  at  this  time. 

•The  Commissioners  on  Uniform 
State  Laws  also  have  a  full  agenda 
and  may  not  be  in  a  position  to  de¬ 
velop  a  model  law  at  this  time.  If 
they  were  to  proceed,  it  would  be  a 
very  lengthy  process  before  a  code 
were  developed. 

•The  development  of  a  model  law 
would  show  Administration  action 
on  a  matter  of  importance  to  busi¬ 
ness.  but  still  respect  states’  rights  in 
this  area  of  law. 

Con 

•’The  development  of  a  model  law  may 
be  regarded  as  a  halfway,  “wishy- 
washy”  approach  to  a  serious  prob¬ 
lem.  Many  businesses  want  action 
now  and  are  tired  of  delays. 

•A  model  law  for  the  states  will  not 
guarantee  uniformity  of  action.  The 
only  model  law  that  has  had  that 
effect  is  the  Uniform  Commercial 
Code  where  tradition  and  commer¬ 
cial  necessity  helped  dictate  the 
result. 

•While  the  Federal  Government  has 
assisted  the  Council  of  State  Gov¬ 
ernments  in  regard  to  state  legisla¬ 
tive  proposals,  it  has  not  provided 
model  laws  for  the  states. 

Option  3:  Adopt  a  uniform  federal 

product  liability  law. 

Pro 

•The  Task  Force’s  study  suggests  that 
a  uniform  federal  product  liability 
law  would  be  a  major  step  toward 
stabilizing  product  liability  insur¬ 


ance  rates.  The  relative  predictabil¬ 
ity  it  would  provide  would  render  in¬ 
surer  data  more  meaningful. 

•An  Administration  proposal  could 
carefully  balance  the  interests  of 
consumers,  insurers,  and  manufac¬ 
turers. 

[191 

•Chapter  VII  of  the  Task  Force’s 
Final  Report  provides  an  adequate 
resource  for  drafting  such  a  law. 
•Assuming  that  the  law  only  covers 
major  product  liability  issues,  e.g., 
how  long  a  manufacturer  will  be  re¬ 
sponsible  for  injuries  caused  by  its 
product  (see  Tab  B),  the  code  can  be 
drafted  expeditiously  and  limit  fed¬ 
eral  preemption  to  areas  that  are 
most  Important. 

•In  the  absence  of  guidance  from  the 
Administration,  product  liability 
bills  of  varying  quality  will  continue 
to  be  developed  in  Congress.  The 
creation  of  these  bills  by  congres¬ 
sional  staffs  and  subsequent  review 
by  the  Administration  will  involve 
considerable  duplication  of  effort. 

Con 

•Aside  from  the  Federal  Employees 
Liability  Act  (1909),  the  Federal 
Government  has  generally  left  the 
development  of  tort  law  to  the 
states,  although  one  can  discern  a 
trend  away  from  this  policy.  A  sig¬ 
nificant  recent  example  is  the  Ad¬ 
ministration’s  endorsement  of  feder¬ 
al  no-fault  insurance  in  the  area  of 
automobile  accidents. 

•The  enactment  of  a  federal  product 
liability  law  is  likely  to  be  time-con¬ 
suming. 

[201  2.  Replacing  the  Tort-Litiga¬ 
tion  System  With  a  No-Fault  Compen¬ 
sation  System. 

As  the  Final  Report  details,  some 
academic  experts  have  argued  that  ef¬ 
forts  to  resuscitate  the  tort-litigation 
system  are  doomed  to  failure;  they  be¬ 
lieve  that  it  is  necessary  to  begin  anew 
and  handle  the  problem  of  accident 
compensation  through  a  no-fault  com¬ 
pensation  system. 

The  Task  Force  report  recognized 
the  important  distinction  between 
workplace  and  non-workplace  injuries. 
In  the  area  of  workplace  injuries, 
there  presently  exists  a  no-fault 
system  for  injuries  that  occur  in  the 
course  of  employment.  That  system, 
commonly  knowm  as  Worker  or  Work¬ 
men’s  Compensation,  is  operated  at 
the  state  level  and  supplies  a  limited, 
but  almost  automatic  recovery  for  in¬ 
juries  workers  sustain  in  the  course  of 
employment. 

On  the  other  hand,  there  is  no  exist¬ 
ing  vehicle  for  no-fault  recovery  with 
respect  to  consumer  product-related 
injuries.  The  Task  Force  studied  no¬ 
fault  product  liability  systems  in  some 
detail  (see  'TFR,  pp.  VII-21 2-228),  but 
did  not  develop  a  potential  model. 


Rather,  the  report  set  forth  key  Issues 
that  must  be  resolved  if  a  model  were 
to  function  effectively  in  practice. 

Here  we  will  pre.sent  two  options 
dealing  with  no-fault— one  for  work¬ 
place  and  one  for  consumer  injuries. 

Option  1:  Develop  a  system  whereby 
an  existing  no-fault  compensation 
system— Worker  Compensation— would 
become  a  sole  source  for  recovery  in 
product  liability  cases  arising  from 
workplace  accidents. 

According  to  a  recent  survey  of  ap¬ 
proximately  24.000  product  liability 
closed  claim.s,  only  1 1  percent  of  prod¬ 
uct  liability  incidents  involve  workers 
injured  on  the  job.  Nevertheless,  the 
survey  indicates  that  these  incidents 
account  for  over  42  percent  of  the 
total  payments  for  bodily  injury 
claims.  See  ISO  Glased  Claim  Survey 
Highlights,  p.  1  (1977).  This  confirms 
an  impression  strongly  conveyed  by 
the  18-month  Interagency  study- 
claims  based  on  workplace  products 
are  a  very  important  part  of  the  prod¬ 
uct  liability  problem.  In  that  regard, 
many  of  the  trade  associations  that 
are  most  active  in  the  area  of  product 
liability  represent  manufacturers  of 
machine  tools  and  other  workplace  in¬ 
strumentalities. 

It  is  important  to  note  that  many 
workplace  injury  claims  are  preceded 
by  Worker  Compensation  payments  to 
an  injured  party.  'The  injured  party 
then  brings  a  claim  against  the  prod¬ 
uct  manu-  [21]  facturer.  The  net 
result  is  high  transaction  costs  ‘  and, 
in  many  situations,  an  unfair  alloca¬ 
tion  with  respect  to  the  burden  of  the 
cost  of  the  accident. 

In  that  regard,  in  a  number  of 
states,  the  interaction  of  common  law 
rules  and  no-fault  Worker  Compensa¬ 
tion  may  result  in  the  manufacturer  of 
the  workplace  product  paying  the 
entire  out-of-pocket  cost  of  the  injury 
plus  payments  for  pain  and  suffering. 
This  result  occurs  because  the  product 
manufacturer  Ls  unable  to  place  a  por¬ 
tion  of  the  cost  of  that  injury  on  a 
negligent  employer.  See  TFR,  pp.  VII- 
89-99.  After  weighing  many  consider¬ 
ations,  the  Task  Force  concluded  that 
the  development  of  Worker  Compen¬ 
sation  as  a  sole  source  for  recovery  in 
product- related  workplace  accidents 
should  be  carefully  con.'^ldered  in  any 
more  general  Worker  Compensation 
legislative  reform.  See  TfH,  pp.  VII- 
103-112.  The  pros  and  cons  are  set 
forth  below. 

Pro 

•The  workplace  injury  is  a  vital  part 
of  the  product  liability  problem— Ad¬ 
ministration  efforts  toward  curing  it 
will  be  w'ell  received  by  the  machine 
tool  and  related  industries. 

•Labor  is  unlikely  to  object  to  the  sole 
•source  remedy  if  the  worker  is  given 

*I.e.,  court  expenses,  plaintiff  and  defense 
attorney  fees,  etc. 
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a  Quid  pro  quo  for  his  giving  up  his 
product  liability  tort  claim. 

•One  method  of  achieving  this  is  to 
increase  the  injured  party’s  Worker 
Compensation  payments  in  ex¬ 
change  for  foregoing  his  tort  rights 
against  the  product  manufacturer. 
This  exchange  could  best  occur  in 
the  course  of  the  development  of 
overall  federal  Worker  Compensa¬ 
tion  standards. 

•With  input  from  relevant  govern¬ 
ment  agencies,  the  Administration  is 
in  a  good  position  to  develop  a  bal¬ 
anced  proposal  that  would  ensure 
that  a  worker  received  an  appropri¬ 
ate  benefit  for  foregoing  his  third- 
party  claim. 

•The  proposal  could  also  ensure  that 
a  manufacturer  of  a  defective  prod¬ 
uct  contributed  to  the  worker’s 
award.  The  FHnal  Report  develops 
suggestions  as  to  how  this  might  be 
achieved.  See  TPn,  pp.  VII-110-112. 

[221 

Con 

•It  will  be  very  difficult  to  balance  the 
interests  of  workers,  employers,  and 
manufacturers  in  the  development 
.  of  this  remedy. 

•Employers  who  do  not  produce  work¬ 
place  products  will  be  concerned 
that  the  proposal  will  increase 
Worker  Compensation  costs. 

•Some  of  the  extreme  unfairness 
against  manufacturers  of  workplace 
tools  might  be  eliminated  by  modify¬ 
ing  rules  in  the  tort-litigation 
system.  Some  of  these  approaches 
include: 

—Permitting  manufacturers  the 
right  to  bring  a  contribution  claim 
against  negligent  employers  when 
workers  bring  tort  claims  against 
manufacturers  based  on  workplace 
product-related  injuries.  See  TFR, 
pp.  VII-89-95. 

—Reducing  or  eliminating  the 
right  of  Worker  Compensation  car¬ 
riers  to  bring  a  subrogation  action 
W'hen  w'orkers  file  product  liability 
claims  against  manufacturers.  See 
TFR.  pp.  VII-95-99. 

[23]  Option  2:  Conduct  additional 
research  as  to  whether  a  practical 
working  model  for  a  consumer  product 
liability  no-fault  compensation  system 
can  be  formulated. 

The  Task  Force’s  study  noted  that 
unless  the  tort-litigation  system  can  be 
stabilized,  pressures  for  developing  a 
no-fault  system  in  the  area  of  product 
liability  will  continue.  It  also  pointed 
out  that  these  pressures  will  acceler¬ 
ate  if  Worker  Compensation  is  made 
an  exclusive  remedy  for  product-relat¬ 
ed  injuries  that  occur  in  the  work¬ 
place. 

The  report  outlined  problem  areas 
that  would  have  to  be  resolved  in  a 
practical  no-fault  product  liability 
system.  These  would  include: 


FEDERAL 


(1)  Problems  relating  to  coverage. 

(2)  Problems  of  causation  and  other 
individualized  issues  that  have  a  spe¬ 
cial  importance  in  the  area  of  product 
liability. 

(3)  Problems  relating  to  how  the 
system  could  place  proper  incentives 
for  risk  prevention  on  manufacturers 
whose  defective  products  cause  injury. 

(4)  Problems  relating  to  administra¬ 
tion— could  the  system  work  without 
the  creation  of  a  new  large  govern¬ 
ment  agency? 

The  Task  Force’s  study  suggested 
that  it  was  uncertain  whether  a  practi¬ 
cal  no-fault  first-party  system  could  be 
developed  in  the  area  of  product  liabil¬ 
ity— a  system  that  both  large  and 
small  private  insurers  would  be  willing 
to  underwrite  and  service  at  insurance 
rates  that  would  be  affordable  for 
both  large  and  small  businesses.  Nev¬ 
ertheless,  the  Task  Force  did  not  con¬ 
clude  that  it  was  impossible  to  develop 
such  a  system— this  was  one  of  the 
most  significant  areas  where  the 
report  called  for  more  research.  See 
TFR,  pp.  VII-202-208. 

With  respect  to  the  option  of  con¬ 
ducting  this  research,  the  major  pros 
and  cons  are: 

Pro 

•The  Administration  has  already  sup¬ 
ported  a  no-fault  compensation 
system  for  Injuries  that  ari.se  out  of 
automobile  accidents.  It  would  be 
consistent  policy  to  examine  fully 
whether  a  similar  system  could  be 
utilized  in  the  area  of  product  liabil¬ 
ity. 

[24] 

•Once  no-fault  systems  are  enacted  in 
one  area,  they  may  create  a  need  to 
apply  them  in  another,  e.g.,  no-fault 
for  automobile  accidents  could  easily 
lead  to  a  need  for  no-fault  in  the 
field  of  automobile  manufacturer 
product  liability. 

•Improvements  in  the  tort-litigation 
system  itself  can  only  reduce  the 
cost  of  product  liability  judgments. 
While  this  process  may  stabilize 
product  liability  rates,  it  will  not  cut 
transaction  costs,  which  might  be  re¬ 
duced  by  a  no-fault  system. 

•A  number  of  persons  in  the  academic 
community  believe  that  a  no-fault 
compensation  system  is  the  optimum 
product  liability  reform— it  is  argued 
that  such  systems  can  result  in  more 
persons  being  paid  their  real  product 
injury-related  losses.  In  light  of  the 
potential  benefits  offered  by  such 
systems,  they  are  worth  further  ex¬ 
ploration. 

•The  Task  Force’s  Final  Report  pro¬ 
vides  a  carefully  delineated  basis  for 
the  study  of  such  a  system— any  fur¬ 
ther  study  would  not  have  to  begin 
anew. 

•No-fault  systems  may  be  of  great 
utility  in  limited  product  areas,  e.g., 
pharmaceuticals.  A  further  study  of 
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the  matter  will  help  expand  upon 
this  possibility.  See  TFR.  p.  VII-31. 

Con 

•Assuming  the  Administration  deter¬ 
mines  that  a  uniform  product  liabil¬ 
ity  law  should  be  drafted.  It  may 
seem  inconsistent  to  study  no-fault 
product  liability  systems  at  the  same 
time.  It  is  arguable,  however,  that 
there  is-  consistency  in  that  the 
former  would  resolve  an  immediate 
problem  and  the  latter  would  deter¬ 
mine  whether  there  is  a  practical 
possibility  of  using  a  no-fault  system 
should  the  need  arise  in  the  future. 
•In  general,  there  will  be  some  critics 
of  any  project  that  "calls  for  more 
study’’  in  the  area  of  product  liabil¬ 
ity.  No-fault,  however,  might  be  one 
of  the  least  objectionable  areas  In 
this  regard. 

[25] 

•No-fault  systems  are  of  great  concern 
to  members  of  the  trial  bar— they 
are  still  in  vigorous  opposition  to 
automobile  no-fault.  'They  will  argue 
that  the  success  of  automobile  no¬ 
fault  has  not  been  proved  and  that  it 
is  an  inappropriate  time  to  develop 
no-fault  in  other  areas. 

•It  is  possible  that  universities  or 
other  private  institutions  might  do 
further  study  of  product  liability  no¬ 
fault.  The  government  could  take  a 
“wait  and  see’’  attitude  for  the  next 
year  before  undertaking  such  a  proj¬ 
ect. 

[26] 

III.  Options  With  Respeci'  to  Non 
Cause-Related  Remedies 

The  Task  Force  examined  proposals 
that  treat  the  symptoms,  as  contrasted 
with  the  causes,  of  the  product  liabil¬ 
ity  problem.  Purportedly,  such  reme¬ 
dies  might  reduce  the  costs  of  product 
liability  insurance;  however,,  they 
could  also  camouflage  the  causes  of 
the  problem,  thereby  delaying  mean¬ 
ingful  reform.  On  the  other  hand, 
cause-related  remedies  will  take  some 
time  to  implement:  non  cause-related 
measures  may  have  the  advantage  of 
providing  immediate  relief  to  those 
who  need  it  most.  We  have  selected  six 
of  the  most  significant  proposals  for 
evaluation.’ 

Option  1:  A  Federal  product  liability 
insurance  program. 

A  federal  product  liability  insurance 
program  would  involve  the  establish¬ 
ment  of  a  government  mechanism  that 
would  underwrite  and  set  rates  for 
product  liability  insurance.  Perhaps 
the  closest  analogy  would  be  the  Fed- 


’  Others  include:  Assigned  risk  plans, 
TFR,  p.  VII-128;  Mandatory  product  liabil¬ 
ity  insurance,  p.  VII-191;  Unsatisfied  Judg¬ 
ment  funds,  p.  VII-195;  Claims-made  poli¬ 
cies,  p.  V-6. 
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eral  Crop  Insurance  Corporation 
(FCIC)  which  was  created  in  1938  with 
the  authority  to  insure  producers  of 
wheat  on  a  national  basis  against  loss 
of  yield  due  to  unavoidable  causes. 
The  FCIC  is  wholly  government- 
owned  with  capital  stock  of 
$100,000,000.  Participating  farmers 
pay  a  premium  for  the  protection  they 
get  against  crop  losses.  The  premiums 
are  designed  to  cover  losses  and  pro¬ 
vide  for  a  reasonable  reserve,  exclusive 
of  administrative  costs.  Most  of  the 
admini.'^trative  costs  are  paid  from  ap¬ 
propriations. 

Another  example  of  direct  federal 
insurance  is  the  Federal  Crime  Insur¬ 
ance  Program.  That  program  is  de¬ 
signed  to  make  crime  insurance  avail¬ 
able  to  residents  and  busine.sses  at  af¬ 
fordable  rates  in  states  where  it  is  not 
otherwise  available.  Since  unavailabil¬ 
ity  is  a  predicate  for  its  operation,  the 
program  would  not  appear  to  be  an 
analogy  for  the  product  liability  situa¬ 
tion  where  it  is  affordability,  not  avail¬ 
ability,  that  is  the  problem  for  most 
potential  insureds. 

127] 

Pro 

•A  federal  insurance  program  would 
provide  an  independent  measure  of 
whether  private  sector  rates  are  fair 
and  equitable,  as  well  as  additional 
data. 

•This  is  the  most  direct  way  to  assure 
that  product  liability  insurance  is 
made  available  to  those  who  need 
it— without  intermediary  insurance 
mechanisms. 

•The  Federal  Crime  Insurance  Pro¬ 
gram  and  Crop  Insurance  Programs 
have  been  argued  as  precedents. 
Manufsu;turers  also  cite  the  Swine 
Flu  program  as  an  example  of  where 
public  policy  led  the  government  to 
shield  manufacturers  from  strict  li¬ 
ability. 

Con 

•Direct  federal  product  liability  insur¬ 
ance  wouid  create  federal  competi¬ 
tion  with  private  industry,  w'hich 
would  involve  enormously  complex 
issues  of  competitive  ratemaking. 
This  did  not  occur  in  the  Federal 
Crime  Insurance  Program  as  that 
type  of  insurance  was  unavailable. 
•The  swine  flu  situation  was  unique: 
the  government  itself  wished  to  dis¬ 
tribute  the  swine  flu  vaccine  and 
manufactures  agreed  not  to  make  a 
profit  on  that  vaccine. 

Option  2;  Federal  Reinsurance. 
Reinsurance  is  insurance  purchased 
by  an  insurance  company  to  transfer  a 
portion  of  its  liability  to  other  insur¬ 
ers.  In  the  private  market,  the  policy¬ 
holder  has  no  part  in  the  reinsurance 
transaction  and  usually  no  knowledge 
of  it.  If  a  policy  holder  has  a  loss,  the 
insurer  that  issued  the  policy  pays  the 
claim  and  looks  to  the  reinsurer  for  re¬ 


covery  of  the  portion  trajisferred  to 
the  reinsurer. 

Senator  Culver  has  introduced  a  bill 
(S.  527)  which  would  establish  a  mech¬ 
anism  within  the  Small  Business  Ad¬ 
ministration  for  federal  facultative* 
reinsurance.  The  program  would  prob¬ 
ably  require  some  federal  subsidy;  oth¬ 
erwise,  the  mechanism  would  be  un¬ 
likely  to  reduce  the  cost  of  insurance 
or  increa.se  its  availability.  Premiums 
would  be  reduced  if  insurers  passed 
along  to  individual  insureds  the  sav¬ 
ings  they  obtained  by  being  able  to 
cede  a  portion  of  their  irisured  risks  to 
the  federal  reinsurer. 

[28] 

Pro 

•Reinsurance  would  not  disrupt 
normal  relationships  between  in¬ 
sureds,  agents  or  brokers,  and  insur¬ 
ers. 

•Insofar  as  Insurer  capacity  •  remains 
a  problem,  federal  reinsurance  could 
help. 

•The  subsidy  cost  of  a  federal  reinsur¬ 
ance  program  would  be  less  than  pri¬ 
vate  sector  costs  because  of  the  ab¬ 
sence  of  tax  or  profit  requirements.’® 
•Assuming  savings  were  passed  on  to 
insureds,  the  program  is  more  likely 
to  benefit  small  businesses  than 
other  non  cause-related  remedies 
discussed  here— with  the  exception 
of  direct  federal  insurance. 

Con 

•Since  federal  funds  would  be  used,  it 
would  be  desirable  for  insurance  to 
flow  only  to  manufacturers  who 
engage  in  reasonable  loss  prevention 
methods:  however,  this  goal  would 
be  very  difficult  to  achieve  in  the 
context  of  reinsurance. 

•A  reinsurance  program  will  increas¬ 
ingly  comouflage  the  basic  causes  of 
the  problem  as  more  federal  funds 
are  pumped  in. 

•One  possibility  is  to  establish  the 
program  for  states  that  are  willing 
to  adopt  other  measures  that  will  ad¬ 
dress  the  causes  of  the  problem.  It 
should  be  noted,  however,  that  if 
only  a  few  states  take  advantage  of 
such  a  program,  the  causes  of  the 
problem  will  not  be  addressed— as 
has  been  emphasized,  product  liabil¬ 
ity  insurance  is  rated  on  a  national, 
not  a  local,  basis. 


•Facultative  reinsurance  is  written  on  a 
policy-by  policy  basis;  treaty  Insurance,  by 
contrast,  covers  an  entire  line  of  insurances. 
See  TFR.  P.  V-43. 

•One  measure  for  determining  capacity  is 
the  premium  to  policy  surplus  ratio.  See 
TFR.  pp.  V-36-38. 

'•The  Federal  Government  already  has 
some  experience  .with  reinsurance  mecha¬ 
nisms  under  the  Federal  Urban  Property 
Protection  and  Reinsurance  Act  of  1968,  as 
amended. 


•Effectiveness  will  be  difficult  to 
assure  since  reinsurance  is  depen¬ 
dent,  ultimately,  on  the  willingness 
and  ability  of  primary  insurers  to 
write  product  liability  insurance. 

129] 

•A  federal  product  liability  reinsur¬ 
ance  mechanism  would  have  unique 
problems: 

—Unlike  prior  situations  where 
federal  reinsurance  has  been  uti¬ 
lized,  the  problem  here  is  not  in¬ 
surance  availabilty,  but  aifordabi- 
lity. 

—Prior  situations  dealt  with 
property  insurance,  where  the 
value  of  underlying  risks  is  known 
and  potential  exposure  is  not 
“open-ended.” 

—Private  industry  would  be  a 
competitor  in  the  business  of  prod¬ 
uct  liability  reinsurance. 

•So  long  as  the  basic  causes  of  the 
product  liability  problem  are  not  ad¬ 
dressed.  the  need  for  “short-range” 
remedies  such  as  reinsurance  will 
continue. 

•A  federal  reinsurance  program  would 
require  a  substantial  bureaucratic 
mechanism. 

Option  3:  Establish  mandatory  and 
voluntary  pooling  mechanisms. 

A  product  liability  insurer  is  less  vul¬ 
nerable  to  the  full  Impact  presented 
by  a  high-risk  policyholder  if  the  in¬ 
surer’s  exposure  to  loss  can  be  effec¬ 
tively  spread  among  many  insurers. 
(See  TFR.  pp.  VII-130-131).  This  is 
the  essence  of  insurance  “pooling.” 
While  a  broader  insurance  pool  does 
not  reduce  the  number  or  severity  of 
claims,  it  does  reduce  administrative 
costs  and  also  diminshes  an  insurer’s 
need  to  be  very  conserv’ative  or  overly 
subjective  in  product  liability  insur¬ 
ance  ratemaking. 

Insurance  pools  can  be  voluntary, 
where  insurers  agree  to  pool  risks,  or 
mandatory,  where  the  state  forces 
pooling. 

[30]  Voluntary  Pooling  Mechanisms 

Voluntary  insurance  pools  would  re¬ 
quire ‘extensive  cooperation  among  in¬ 
surance  companies.  Participating  com¬ 
panies  would  probably  have  to  place 
all  business  of  a  specified  type  within 
the  pool.  The  Administration  could  en¬ 
courage  voluntary  pooling  through 
guidelines"  to  assist  in  the  formation 
of  such  pools.  See  TFR  at  p.  VII-142. 

Pro 

•Effective  voluntary  pools  would 
eliminate  the  need  for  mandatory 
pooling. 

•Voluntary  pooling  has  been  used 
with  success  in  the  aircraft  manufac¬ 
turing  industry. 


"These  could  be  legislative  or  antitrust 
guidelines. 
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•A  national  voluntary  pool  might 
achieve  the  following  benefits: 

—Creation  of  a  highly  skilled 
staff  to  underwrite  and  evaluate 
risks. 

—Centralized  statistical  and 
claims  information. 

—More  efficient  risk  spreading. 
•Voluntary  pooling  does  not  cost  tax 
dollars. 

Con 

•There  is  no  assurance  that  insurers 
are  willing  to  from  voluntary  pools. 
•Possible  anti-competitive  problems 
might  result  from  voluntary  pool¬ 
ing— especially  if  the  group  had  the 
power  to  exclude  certain  insui-ers. 

[31] 

’  •Guidelines  for  voluntary  insurance 
pools  would  themselves  have  little,  if 
any,  immediate  impact  on  the  prod¬ 
uct  liability  problem. 

•Guidelines  might  result  in  only  mar¬ 
ginal  lowering  of  product  liability 
rates. 

•The  wide  diversity  of  hazards  in 
product  liability  makes  it  unlikely 
that  voluntary  pools  will  be  devel¬ 
oped  in  a  mulitplicity  of  product 
lines  (although  certain  product  lines, 
e.g.,  metalworking  equipment,  auto¬ 
mobile  tires,  have  enough  character¬ 
istics  in  common  that  voluntary 
pools  might  be  established). 

Mandatory  Pooling  Mechanisms 

Mandatory  insurance  pools  compel 
insurers  to  underwrite  certain  risks. 
Each  member  insurer  Is  required  to 
“participate”  in  the  operations  of  the 
association  by  bearing  a  portion  of  the 
operating  expenses  and  losses  sus¬ 
tained.  Usually  the  prerticate  for  par¬ 
ticipation  is  doing  business  within  a 
jurisdiction.  See  TRP,  p.  VII-136. 

Mandatory  insurance  pools  have 
been  utilized  in  the  area  of  medical 
malpractice  under  the  rubric  “Joint 
Underwriting  Associations.”  In  the 
area  of  product  liability,  mandatory 
pools  would  only  be  effective  at  the 
federal  as  opposed  to  the  state  level. 
See  TFR,  pp.  VII-115-117.  Therefore, 
the  necessary  predicate  of  mandatory 
product  liability  pooling  is  federal  reg¬ 
ulation  of  insurance. 

Pro 

•Since  a  number  of  insurers  and 
others  have  shown  a  lack  of  interest 
in  forming  voluntary  product  liabil¬ 
ity  pools,  pooling  may  be  possible 
only  if  mandated. 

•Mandatory  pooling  can  achieve  a 
very  broad  grouping  of  product  li¬ 
ability  risks. 

•Mandatory  pooling  W'ould  make  indi¬ 
vidual  insureds  bear  the  cost  of  the 
product  liabili'y  problem;  the  Feder¬ 
al  Government  would  not  subsidize 
risks. 


Con 

•Mandatory  pooling  raises  the  diffi¬ 
cult  issue  of  whether  all  product 
risks  should  be  forced  into  the  pool. 
If  the  pool  were  non-exclusive,  un¬ 
derwriters  in  the  voluntary  market 
could  afford  to  be  very  selective.  On 
the  other  hand,  if  it  were  made  ex¬ 
clusive.  good  risks  would  be  forced  to 
subsidize  bad  ones. 

[32] 

•Mandatory  pooling  might  cause  some 
companies  to  refuse  to  wTite  product 
liabiiity  insurance  of  any  kind. ' 
•Legislators  may  be  tempted  to  broad¬ 
en  the  pool  beyond  product  liability. 
•Mandatory  pooling  would  require 
complex  legislation  in  regard  to  how 
losses  should  be  recouped.  See  TFR, 
p.  VII-141. 

•The  creation  of  mandatory  federal 
pools  necessarily  involves  all  the 
problems  of  federal  regulation  of  in¬ 
surance.  '* 

Option  4:  Amend  the  Internal  Rev¬ 
enue  Code  to  permit  qualified  busi¬ 
nesses  to  set  aside  a  portion  of  their 
pre-tax  income  to  fund  a  specific  re¬ 
serve  for  self-insurance  for  product  li¬ 
ability  claims. 

The  Internal  Revenue  Code  permits 
a  business  to  deduct  a  product  liability 
loss  from  current  earnings  after  a  loss 
has  been  suffered.  See  Int.  Rev.  Code 
of  1954,  §  165,  Likewise,  the  payment 
of  product  liability  insurance  premi¬ 
ums  is  a  tax-deductible  expense.  In 
contrast,  if  funds  are  set  aside  in  a 
self-insurance  trust,  they  are  not  de¬ 
ductible. 

The  product  liability  problem  might 
be  alleviated  for  some  businesses  if 
they  were  permitted  to  set  aside  a  por¬ 
tion  of  their  pre-tax  income  to  fund  a 
specific  reserve  that  would  be  a  form 
of  self-insurance  for  product  liability 
claims.  The  fund  would  pay  for  settle¬ 
ments  and  judgments  in  product  liabil¬ 
ity  lawsuits  and  possibly  defense  inves¬ 
tigation  costs.  The  Code  would  be 
amended  so  that  specified  contribu¬ 
tions  to  this  fund  would  be  tax-deduct¬ 
ible  and  the  fund  would  not  be  subject 
to  the  accumulated  earnings  tax.  A 
model  act  (with  section-by-section  ex¬ 
planatory  commentary)  is  set  forth  in 
Tab  C. 

Pro 

•This  remedy  will  encourage  small 
businesses  that  are  now  “going  bare” 
to  set  aside  funds  in  a  self-insurace 
trust;  thus,  it  will  help  assure  that 
consumers  obtain  a  full  tort  recov¬ 
ery. 

[33] 

•It  will  permit  small  businesses  that 
have  a  good  safety  record  to  obtain  a 
practical  benefit  from  that  record. 
At  present,  most  product  liability  in- 

'•See  pp.  5-9. 


surers  do  not  allow  small  businesses 
to  benefit  directly  from  a  claim-free 
experience.  See  TFR  at  p.  VI-26. 

•By  stimulating  greater  use  of  self-in¬ 
surance,  it  should  reduce  demand  for 
product  liability  insurance  (particu¬ 
larly  for  some  adverse  risks)  and  in¬ 
crease  its  availability,  thereby  reduc¬ 
ing  costs. 

•Perhaps  the  greatest  benefit  of  the 
remedy  is  that  it  will  permit  busi¬ 
nesses  to  make  greater  use  of  deduc¬ 
tibles— this  in  turn  will  reduce  their 
insurance  costs. 

•It  may  encourage  product  liability 
loss  prevention  techniques  since  the 
manufacturer’s  own  funds  are  at 
risk. 

•It  will  give  companies  more  control 
over  litigation,  perhaps  reducing  set¬ 
tlements  and  actual  costs. 

•Because  bills  already  exist,  this 
remedy  could  be  implemented  quick¬ 
ly- 

•It  may  encourage  insurers  to  be  more 
accurate  in  rate  setting  because  of 
the  potential  competition  of  self-in¬ 
surance. 

•A  properly  structured  bill  would  in¬ 
volve  less  long-term  expense  than 
federal  insurance  or  reinsurance  pro¬ 
grams. 

•This  approach  could  be  implemented 
without  a  new  bureaucracy. 

Con 

•The  proposal  will  benefit  only  those 
small  businesses  with  product  liabil¬ 
ity  problems  that  can  afford  to  set 
aside  funds  in  a  reserve.  (Approxi¬ 
mately  40  percent;  see  NFIB  '* 
Survey,  p.  13.  1977). 

[34] 

•Unless  carefully  designed  with  appro¬ 
priate  penalties,  the  device  could 
become  a  new  tax  loophole. 

•The  device  could  become  a  trouble¬ 
some  precedent  for  additional  tax 
deductions  for  self-insurance  against 
other  risks. 

•Permitting  reserves  of  this  kind 
would  not  be  in  accord  with  the  Fi¬ 
nancial  Accounting  Board  Stan¬ 
dards,  which  hold  that  financial 
statements  can  be  misleading  if  a 
company  establishes  such  reserves. 

Option  5;  Establish  federal  charters 
to  encourage  the  formation  of  captive 
insurers,  and  amend  the  Internal  Rev¬ 
enue  Code  to  permit  the  deductibility 
of  funds  paid  to  captives. 

A  captive  insurance  company  is  one 
that  is  organized  by  a  firm  or  group  of 
firms  to  insure  their  own  risks.  A  pure 
captive  Is  a  wholly-owned  subsidiary 
which  insures  the  risks  of  its  parent 
and  its  parent  affiliates.  A  hybrid  cap¬ 
tive  is  a  trade  association  or  industry 
captive  owned  by  a  number  of  firms  in 
the  same  industry  .  This  type,  which 

“National  Federation  of  Independent 
Businesses. 
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Insures  common  risks,  is  somewhat 
like  a  cooperative. 

The  law  might  encourage  the  forma¬ 
tion  of  captives  in  two  basic  ways.  The 
first  is  to  modify  insurance  regulatory 
law  by  imposing  less  stringent  require¬ 
ments  on  captives  than  on  standard  in¬ 
surance  companies.  One  state,  Colora¬ 
do,  has  modified  its  insurance  law  to 
permit  the  formation  of  captive  insur¬ 
ance  companies.  See  TFR,  pp.  VII- 
161-163. 

The  second  is  to  modify  federal  tax 
law  to  favor  the  formation  of  captives. 
A  recent  IRS  ruling  (Rev.  Rul.  77-316) 
indicates  that  if  a  domestic  corpora¬ 
tion  pays  insurance  premiums  to  a 
wholly-ow'ned  foreign  Insurance  sub¬ 
sidiary,  those  premiums  are  not  de¬ 
ductible. 

The  attached  Department  of  Com¬ 
merce  proposal  (Tab  C)  permitting  the 
deduction  of  self-insurance  tax  re¬ 
serves  also  permits  the  deduction  of  a 
portion  of  the  premiums  paid  to  do¬ 
mestic  captives.  It  does  not  make  cap¬ 
ital  payments  to  captives  deductible. 
Nor  does  the  bill  modify  insurance  law 
to  encourage  the  formation  of  cap¬ 
tives. 

[351 

Pro 

•Many  small  businesses  inadequately 
capitalized  to  benefit  from  a  tax  re¬ 
serve  measure  can— through  trade 
associations— utilize  captives. 

•The  Federal  Government  is  In  the 
best  position  to  coordinate  the  rela¬ 
tionship  between  the  Internal  Rev¬ 
enue  Code  and  appropriate  rules  for 
the  formation  and  regulation  of  cap¬ 
tives. 

•Captives  permit  parent  companies  to 
benefit  from  reinsurance  in  the  pri¬ 
vate  insurance  market,  which  is  not 
possible  under  self-insurance  tax  re¬ 
serve  measures. 

•Captives  provide  many  of  the  bene¬ 
fits  of  self-insurance  programs,  e.g., 
experience-rating,  incentives  for  loss 
prevention,  control  over  litigation. 
•Captives  may  allow  useful  compari¬ 
son  with  private  product  liability  in¬ 
surance  rates. 

Con 

•One  state  already  has  a  law  on  cap¬ 
tives.  It  would  be  useful  to  have 
more  experience  under  this  law 
before  drafting  model  legislation. 
•Developing  a  model  law  raises  the 
difficult  issue  of  whether  the  Feder¬ 
al  Government  itself  should  get  into 
the  business  of  chartering  captives. 
•The  Commerce  Department  proposal 
(Tab  C)  permitting  formation  of 
self-insurance  reserves  and  the  de¬ 
duction  of  a  portion  of  the  premi¬ 
ums  to  domestic  captives  may  stem 
the  need  to  draft  a  model  law  on  the 
subject.  This  is  due  to  the  fact  that 
the  provision  will  encourage  states 
to  draft  their  own  laws. 

[361 
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IV.  Options  Relating  to  the  Coordi¬ 
nation  or  Federal  Government  Ini¬ 
tiatives  IN  THE  Area  of  Accident 
Compensation 

In  the  course  of  its  study  of  product 
liability,  the  Department  realized  that 
it  was  examining  only  a  small  part  of  a 
growing  national  problem  area:  how  to 
apportion  the  costs  of  accidents.  In 
the  past  decade,  the  Federal  Govern¬ 
ment  has  been  repeatedly  drawn  into 
this  problem— millions  of  dollars  have 
been  spent  studying  it.  Thus,  major 
studies  have  been  conducted  on  medi¬ 
cal  malpractice  (HEW),  automobile  ac¬ 
cident  compensation  (DOT),  and 
Worker  Compensation  (a  National 
Commission  and  a  DOL-Interdepart- 
mental  Task  Force). 

At  present,  there  are  a  number  of  ac¬ 
cident  compensation  problem  areas 
under  consideration  within  the  Feder¬ 
al  Government.  Each  initiative  is 
being  undertaken  separately.  For  ex¬ 
ample,  study  efforts  include: 

•The  Department  of  Labor  is  current¬ 
ly  considering  whether  federal  stan¬ 
dards  should  be  developed  for 
Worker  Compensation.  Federal  stan¬ 
dards  have  the  potential  of  effecting 
major  changes  in  encouraging  (or 
discouraging)  workplace  safety.  As 
indicated  earlier,  these  changes 
could  also  affect  product  liability 
law. 

•HEW  is  studying  liability  for  person¬ 
al  injuries  arising  out  of  vaccine  im¬ 
munization  programs  (the  study  was 
requested  in  August  1976,  under  the 
Swine  Flu  Act,  Public  Law  94-380). 
The  topic  area  of  the  report  is  part 
of  the  product  liability  problem. 
(HEW  coordinated  its  efforts  with 
Commerce.) 

•Recently,  the  Administration  autho¬ 
rized  the  formation  of  an  Intera¬ 
gency  Task  Force  on  Workplace 
Safety  and  Health,  w'hich  may  ex¬ 
plore  the  issues  of  how  to  compen¬ 
sate  workplace  accidents  and  how  to 
improve  the  safety  of  workplace 
products,  both  of  which  were  studied 
and  considered  by  the  Product  Li¬ 
ability  Task  Force.  See  Work  Plan. 
Interagency  Task  Force  on  Safety 
and  Health,  pp.  26-27  (1/12/78). 

[37]  Some  initiatives  affecting  legis¬ 
lation  include: 

•  The  Administration’s  endorsement  of 
a  bill  which  provides  basic  standards 
for  state-level  no-fault  benefit  plans 
concerning  the  compensation  and  re¬ 
habilitation  of  motor  vehicle  acci¬ 
dent  victims.  This  bill  involves  feder¬ 
al  preemption  in  a  major  area  of 
state  tort  law.  The  bill  will  also  have 
important  impacts  on  both  liability 
and  accident  insurance.  One  long- 
range  Impact  of  the  bill  in  the  area 
of  product  liability  is  a  likely  in¬ 
crease  in  the  number  of  claims 
against  automobile  and  component 
part  manufacturers. 
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•The  Administration  has  endorsed  the 
Victims  of  Crime  Act  of  1977  (H.R. 
7010),  which  provides  grants  to 
states  for  payment  of  compensation 
to  persons  injured  by  certain  crimi¬ 
nal  acts.  It  can  be  argued  that  if  the 
government  aids  crime  victims  be¬ 
cause  of  the  nature  of  their  plight, 
then  it  should  aid  all  persons  simi¬ 
larly  injured,  be  they  crime  or  acci¬ 
dent  victims.  See  H.R.  Report  No. 
95-337,  p.  16  (95th  Cong.,  1st  Sess.) 
(1977). 

•The  Senate  Foreign  Relations  Com¬ 
mittee  will  soon  decide  whether  to 
ratify  Montreal  Protocols  3  and  4 
which  Increase  commercial  airlines’ 
liability  for  death  or  injury  on  over¬ 
seas  flights.  If  the  protocols  are  ap¬ 
proved,  this  would  bring  into  consid¬ 
eration  a  CAB  approved  "Supple¬ 
mental  Compensation  Plan’’.  'This 
plan  would  impose  the  purchase  of 
mandatory  insurance  coverage  of  up 
to  $200,000  on  each  international 
traveler,  adding  the  cost  of  its  premi¬ 
um  to  the  price  of  the  ticket.  This 
could  be  an  important  precedent  for 
handling  other  types  of  accident 
compensation  issues. 

•A  bill  establishing  a  Comprehensive 
Federal  Plan  for  dealing  with  liabil¬ 
ity  for  damages  caused  by  oil  spills 
from  vessels  on  the  navigable  waters 
of  the  U.S.  (and  adjacent  high  seas) 
has  passed  the  House  as  well  as  the 
Senate  Commerce  Committees. 
The  bill  imposes  strict,  limited  liabil¬ 
ity  on  vessel  owners.  It  also  estab¬ 
lishes  a  compensation  fund  that  is 
supported  by  a  levy  on  oil  move¬ 
ments. 

[38] 

•The  Office  of  Federal  Procurement 
Policy  has  proposed  legislation  to 
authorize  executive  agencies  of  the 
government  to  indemnify  govern¬ 
ment  contractors  against  risks  in 
excess  of  required  or  available  insur¬ 
ance  and  to  provide  for  interim  pay¬ 
ments  for  relief  to  the  public.  Only 
some  victims  of  accidents  would  re¬ 
ceive  federal  reimbursement.  Here, 
as  compared  to  the  approach  in  the 
Victims  of  Crime  Act,  persons  would 
receive  full  tort  recovery  rather  than 
their  basic  out-of-pocket  economic 
costs. 

•The  Price-Anderson  Act  provides 
limited  liability  for  atomic  power 
plant  accidents.  Its  constitutionality 
is  being  challenged  in  the  U.S.  Su¬ 
preme  Court  (Duke  Power  Company 
v.  Carolina  Environmental  Study 
Group,  Docket  No.  77-262).  Justice  is 
arguing  in  favor  of  an  arbitrary  ceil¬ 
ing  on  total  compensation  under  the 
Act.  This  aspect  of  the  Price-Ander¬ 
son  Act  is  inconsistent  with  the  ap- 


’*  See  Report  of  tlie  Senate  Committee  on 
Commerce,  Science  and  Transportation  on 
S.  2083,  95th  Cong.,  1st  Sess.  (1977). 
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proach  preferred  in  the  Office  of 
Federal  Procurement  Policy’s  pro¬ 
posed  legislation  referred  to  above. 
•Within  the  next  two  years,  the  Ad¬ 
ministration  may  be  asked  to  take  a 
position  on  S.  1710,  a  bill  which  au¬ 
thorizes  the  issuance  of  Federal 
charters  for  conducting  the  business 
of  insurance  and  provides  for  the 
guarantee  of  insurance  obligations. 
The  topic  matter  of  this  bill  could 
touch  upon  all  of  the  areas  consid¬ 
ered  above. 

Lack  of  coordination  is  not  surpris¬ 
ing.  Only  recently  have  major  prob¬ 
lems  of  accident  compensation  been 
brought  to  (and  in  some  cases,  almost 
forced  upon)  the  Federal  Government. 
Moreover,  expert i.'^e  in  the  areas  of 
both  tort  and  insurance  law  is  an  ex¬ 
tremely  limited  resource  in  the  Feder¬ 
al  Government.  The  following  are 
three  basic  options  regarding  the  issue 
of  whether  a  more  systematic  method 
of  considering  accident  compensation 
issues  in  the  Federal  Government 
should  be  established. 

Option  1:  Continue  the  present  ap¬ 
proach. 

Under  the  present  system,  the 
renew  of  federal  initiatives  in  the  area 
of  accident  compensation  is  handled 
under  the  [39]  auspices  of  OMB  Cir¬ 
cular  A  19;  proposed  legislation  is  cir¬ 
culated  among  the  agencies  for  com¬ 
ment  and  OMB  then  synthesizes  the 
commentary. 

Pro 

•If  the  bill  reaches  persons  with  ex- 
I)ertise  in  a  number  of  agencies,  good 
commentary  is  obtained. 

•Some  OMB  staff  have  made  and  are 
making  strong  attempts  to  see  that 
federal  policy  in  this  area  is  coordi¬ 
nated. 

•Because  most  federal  initiatives  in 
the  area  of  accident  (Compensation 
are  relatively  new,  it  may  be  prema¬ 
ture  to  change  the  present  system. 
•If  the  need  for  more  coordination 
arises,  outside  specialists  could 
always  be  consulted. 

Con 

•The  present  system  does  not  appear 
to  be  producing  coordination.  As  the 
issues  set  forth  on  pp.  36-38  show, 
there  is  clearly  a  lack  of  long-range 
planning  in  this  area. 

•Offices  are  often  asked  to  do  work 
that  is  not  within  their  charter.  For 
example,  the  Federal  Insurance  Ad¬ 
ministration  of  HUD,  whose  legal  re¬ 
sponsibilities  are  to  oversee  federal 
flood,  urban,  riot  and  crime  insur¬ 
ance  programs,  is  frequently  relied 
on  to  study  and  comment  about  a 
wide  variety  of  insurance  proposals 
te.g.,  automobile  no-fault). 

•The  general  processs  of  legislative 
review  utilized  by  OMB  does  not 
always  cover  federal  studies  or  feder¬ 
al  litigation  relating  to  accident  com¬ 
pensation. 


Option  2:  Establish  an  Interagency 
Council  on  Accident  Compensation. 

OMB  and  the  Domestic  Policy  Staff 
could  take  a  first  step  toward  coordi¬ 
nating  the  Federal  Government’s  con¬ 
sideration  of  accident  compensation 
issues  by  establishing  an  Interagency 
Council  that  would  improve  coordina¬ 
tion  and  long-range  planning  in  this 
area.  The  council  would  be  composed 

[40]  of  members  from  OMB,  CEA, 
and  agencies  with  accident  compensa¬ 
tion  experience,  e.g.,  DOC,  DOL,  DOT, 
HEW,  and  DO.I.  The  Council’s  man¬ 
date  would  be  to  examine  pa.st  and 
present  federal  initiatives  in  the  area 
of  accident  compensation  and  estab¬ 
lish  a  review  procedure  for  considering 
such  issues  in  the  future. 

Pro 

•The  approach  will  provide  a  rational 
response  to  the  accident  compensa¬ 
tion  problem  before  it  reaches  crisis 
level. 

•The  OMB  review  procedure  would 
not  be  preempted,  only  supplement¬ 
ed. 

•It  will  provide  a  clearer  picture  as  to 
whether  more  coordination  is  neces¬ 
sary. 

•An  interagency  structure  would  pre¬ 
vent  “empire  building.’’ 

•It  is  a  practical  method  for  finding 
out  more  about  individual  depart¬ 
mental  initiatives  in  the  area  of  acci¬ 
dent  compensation. 

Con 

•Interagency  mechanisms  are  some¬ 
times  a  slow  way  to  resolve  immedi¬ 
ate  problems. 

•The  suggested  approach  may  become 
lost  in  a  maze  of  other  interagency 
efforts:  responsibility  will  be  more 
clearly  focused  if  a  specific  depart¬ 
ment  is  given  primary  responsibility. 

Option  3:  Establish  an  Office  for  Co¬ 
ordinating  Accident  Compensation 
Issues  in  an  Appropriate  Department 
The  time  may  be  ripe  to  establish  an 
office  that  would  have  expertise  in  the 
area  of  accident  compensation  issues. 
This  office  would  review  legislative  ini¬ 
tiatives,  analyze  new  problems,  and  co¬ 
ordinate  accident  compensation  mat¬ 
ters  that  arise  in  various  depart¬ 
ments.  “ 

[41] 

Pro 

•Such  an  office  would  be  the  quickest 
way  to  achieve  greater  coordination. 
•If  action  proceeds  on  accident  com¬ 
pensation  issues  in  the  next  three 
years  as  it  has  in  the  past  year,  there 
is  a  need  for  prompt  action  in  order 
to  avoid  inconsistent  and  perhaps 
unwarranted  policy  decisions  in  the 
accident  compensation  area. 


“This  option  is  only  sketched  herein:  if  it 
is  of  Interest  to  the  Administration,  the  De¬ 
partment  would  be  pleased  to  provide  a 
more  detailed  proposal. 


•This  approach  will  fix  responsibility 
on  a  specific  department  in  a  new 
and  Important  area  of  Federal  Gov¬ 
ernment  activity. 

•If  the  advice  and  assistance  of  other 
agencies  can  be  obtained  Informally, 
a  formal  interagency  mechanism 
could  be  avoided. 

Con 

•The  designated  agency  could  ignore 
(or  not  .seek)  input  from  other  agen¬ 
cies  with  experti.se. 

•It  is  arguably  premature  to  establish 
a  specific  office  with  a  coordinating 
role. 

[42] 

V.  Department  or  Commerce’s 
Recommenpations 

While  the  options  set  forth  in  this 
paper  are  divided  according  to  those 
that  address  the  causes  of  the  problem 
and  those  that  merely  alleviate  it,  the 
Department’s  recommendations  below 
are  divided  into  short-term  and  long¬ 
term. 

A.  SHORT-TERM  SOLUTIONS 

The  principal  options  that  could  be 
implemented  within  a  relatively  short 
period  of  time  are  a  federal  insurance 
program  (pp.  26-27),  a  federal  reinsur¬ 
ance  program  (pp.  27-29),  and  permit¬ 
ting  qualified  businesses  to  set  aside  a 
portion  of  their  pre-tax  income  to 
fund  specific  reserves  for  self-insur¬ 
ance  against  product  liability  claim.s 
and  related  costs  (pp.  32-34). 

1.  THE  INTERNAL  REVENUE 
CODE  SHOULD  BE  AMENDED  TO 
PERMIT  QUALIFIED  BUSINESSES 
TO  SET  ASIDE  A  PORTION  OP 
THEIR  PRE-TAX  INCOME  TO 
FUND  A  SPECIFIC  RESERVE  FOR 
SELF-INSURANCE  AGAINST 

PRODU(Jr  LIABILITY  CLAIMS 
AND  RELATED  COSTS. 

Permitting  qualified  businesses  to 
set  aside  a  portion  of  their  pre-tax 
income  to  fund  a  specific  reserve  for 
self-insurance  against  product  liability 
claims  and  related  costs  has  the  poten¬ 
tial  of  providing  immediate  relief  to 
.both  small  and  large  businesses  affect¬ 
ed  by  the  product  liability  problem. 
The  principal  way  it  will  help  small 
businesses  is  by  allowing  them  to  uti¬ 
lize  higher  deductibles  and  thus  lower 
the  cost  of  their  product  liability  in¬ 
surance.  This  remedy  will  also  encour¬ 
age  the  use  of  product  liability  loss 
prevention  and  may,  by  reducing 
demand  for  product  liability  insur¬ 
ance,  serve  to  reduce  its  price. 

The  remedy  will  not  meet  the  needs 
of  all  small  businesses— some  of  them 
have  insufficient  capital  to  utilize  it. 
Also,  unless  carefully  structured,  it 
could  establish  a  new  loophole  in  the 
Internal  Revenue  Code.  The  Depart¬ 
ment  has  given  very  careful  consider¬ 
ation  to  this  aspect  of  the  remedy  and 
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has  drafted  a  model  bill  (with  a  sec- 
tion-by-section  analysis)  (Tab  C).  It 
has  forwarded  the  bill  to  the  Depart¬ 
ment  of  Treasury  for  a  tax  evaluation. 
The  Department  recommends  that  the 
Administration  circulate  the  bill  for 
commentary  by  all  appropriate  agen¬ 
cies. 

[43]  There  is  strong  congressional 
interest  in  this  remedy  and  there  may 
be  an  attempt  to  enact  it  in  the 
Second  Session.  Therefore,  the  De¬ 
partment  recommends  that  a  prompt 
decision  be  made  regarding  its  propos¬ 
al.  For  the  pros  and  cons  with  respect 
to  this  remedy,  see  pp.  32-34. 

2.  THE  DEPARTMENT  RECOM¬ 
MENDS  THAT  THE  ADMINISTRA¬ 
TION  NOT  PURSUE  EITHER  A 
FEDERAL  INSURANCE  OR  A  REIN¬ 
SURANCE  PROGRAM  RELATING 
TO  PRODUcrr  liability. 

While  federal  insurance  and  reinsur¬ 
ance  programs  may  lower  insurance 
costs  for  all  businesses  suffering  .seri¬ 
ous  product  liability  insurance  prob¬ 
lems,  the  potential  cost  and  complica¬ 
tions  inextricably  connected  with  the 
implementation  of  these  options  sug¬ 
gest  that  they  should  be  reserved  in 
case  the  product  liability  problem 
reaches  emergency  proportions. 

At  this  time,  the  risk  is  too  great 
that  these  remedies  will  result  in  fed¬ 
eral  funds  camouflaging,  rather  than 
resolving  the  product  liability  prob¬ 
lem.  For  the  pros  and  cons  with  re¬ 
spect  to  these  remedies,  see  pp,  26-29. 

B.  LONG-TERM  SOLUTIONS 

The  product  liability  problem  can  be 
resolved,  but  it  will  take  a  balanced 
program  that  addresses  each  cause 
that  brought  the  problem  about~in- 
adequate  insurer  ratemaking  proce¬ 
dures  (Recommendation  1),  uncertain¬ 
ties  in  the  tort  system  (Recommenda¬ 
tions  2-4),  and  unsafe  manufacturing 
practices  (Recommendations  5-6). 
While  one  can  speculate  as  to  which  of 
the  causes  is  paramount,  it  is  clear 
that  a  program  that  addre.sses  one 
cause  and  not  the  others  will  not  re¬ 
solve  the  problem.  For  example,  re¬ 
moving  major  uncertainties  in  the 
tort-litigation  system  will  do  little 
good  if  insurers  continue  to  rate  prod¬ 
uct  liability  insurance  in  a  highly  sub¬ 
jective  manner. 

There  are  also  some  viable  long-term 
options  that  would  add  stability  to  the 
product  liability  system  although  they 
do  not  address  its  root  causes  (Recom¬ 
mendations  7  and  8). 

Finally,  one  long-term  option  is  pro¬ 
cedural  and  goes  beyond  the  product 
liability  problem:  it  provides  a  means 
for  coordinating  federal  initiatives  in 
the  area  of  accident  compensation 
(Recommendation  9), 

[441  1.  PREPARE  A  REPORT 
THAT  WOULD  INCLUDE  DRAFT 
PRODUCT  LIABILITY  INSURANCE 
REGULATION  STANDARDS.  THE 


REPORT  SHOULD  INDICATE 
WHETHER  AND  TO  WHAT 
EXTENT  DIRECT  FEDERAL  REGU¬ 
LATION  OF  PRODUCT  LIABILITY 
INSURANCE  IS  WARRANTED. 

A  clear  and  continuing  cau.se  of 
product  liability  problems  is  the  rate¬ 
making  practices  engaged  in  on  the 
part  of  insurers.  While  the  general 
topic  of  insurance  regulation  has  been 
left  to  the  states  under  the  McCarran- 
Ferguson  Act,  the  rationale  for  that 
exemption  was.  in  part,  to  allow  for 
pooling  of  statistical  data  and  other 
ratemaking  activities.  The  absence  of 
effective  action  on  the  part  of  insurers 
and  regulators  in  this  precise  area  may 
have  contributed  to  “panic  pricing”  of 
product  liability  insiirance. 

The  impact  of  the  Task  Force  report 
may  cause  insurers  to  improve  their 
ratemaking  practices  voluntarily,  al¬ 
though  it  is  still  too  soon  to  tell 
whether  this  will  occur.  The  National 
Association  of  Insurance  Commis.sion- 
ers  may  also  take  steps  to  improve  the 
general  situation.  Last  year,  however, 
the  NAIC  rejected  a  propo.sal  that 
called  for  improved  reporting  of  prod¬ 
uct  liability  data  on  the  part  of  insur¬ 
ers.  While  some  individual  states  have 
passed  statutes  calling  for  improved 
data  collection,  decentralized  data  re¬ 
porting  requirements  may  only  result 
in  increased  insurance  costs— the  na¬ 
tionwide  data  base  that  is  needed  will 
still  be  unavailable. 

On  the  other  hand,  any  step  toward 
federal  regulation  or  the  creation  of 
federal  standards  for  insurance  is  a 
major  change  in  policy.  This  fact,  plus 
the  need  for  careful  consideration  re¬ 
garding  the  nature  of  improved  regu¬ 
lation,  led  this  Department  to  con¬ 
clude  that  the  best  approach  would  be 
to  prepare  a  report  that  would  include 
draft  standards  for  the  regulation  of 
product  liability  insurance;  it  would 
also  indicate  whether  direct  federal 
regulation  is  warranted.  The  report 
would  include  draft  regulations  which 
would: 

(a)  Indicate  what  data  should  be 
supplied  by  product  liability  insurers. 

The  Task  Force’s  Final  Report  de¬ 
tailed  that  product  liability  insurance 
rates  for  most  risks  are  based  on  sub¬ 
jective  estimates  of  anticipated  loss 
costs.  It  is  not  currently  possible  to 
show  direct  correlations  between  pre¬ 
miums  and  product  risks  [451  and 
significant  unexplained  differentials 
exist  among  premiums  charged  firms 
producing  similar  products.  The  Final 
Report  suggested  that  data  on  all 
product  liability  claims  should  be  col¬ 
lected  on  a  continuous  basis,  and  that 
untrended  results  should  be  published 
annually.  On  the  other  hand,  insurers 
can  justifiably  argue  that  at  some 
point,  the  cost  of  collecting  data 
outweighs  any  benefits  it  may  provide. 

The  report  would  determine  w'hat 
data  should  be  collected  and  whether 


it  is  necessary  for  the  Federal  Govern¬ 
ment  to  take  any  action  to  accomplish 
that  goal. 

(b)  Indicate  whether  premiums 
should  be  based  in  part  on  an  insured’s 
past  loss  experience  and/or  implemen¬ 
tation  of  product  liability  loss  preven¬ 
tion  techniques. 

There  appears  to  be  no  consistent 
pattern  as  to  whether  insurers  reduce 
premiums  when  in.sureds  utilize  effe- 
eitve  product  liability  loss  prevention 
plans.  Also,  many  (especially  small) 
businesses  do  not  appear  to  benefit 
from  good  product  liability  loss  experi¬ 
ence.  There  are  serious  complications 
in  requiring  or  mandating  discounts  in 
the.se  areas,  but  it  is  sufficiently  im¬ 
portant  to  warrant  consideration  of 
whether  any  federal  action  is  neces¬ 
sary  to  achieve  this  result.  For  the 
pros  and  cons  with  respect  to  this  spe¬ 
cific  item,  see  pp.  13-14. 

(c)  Establish  a  mechanism  that 
would  assure  that  product  liability  in¬ 
surance  rates  and  premiums  are  fair, 
non-discriminatory,  and  reasonably  re¬ 
lated  to  product  risk. 

The  Task  Force  study  and  recent 
congressional  hearings  show  that  state 
insurance  regulators  focus  their  atten¬ 
tion  on  ensuring  that  product  liability 
insurance  rates  are  sufficient  to  assure 
the  solvency  of  insurance  companies. 
Little  attention  has  been  given  to  en¬ 
suring  that  product  liability  rates  and 
premiums  are  not  excessive.  The 
report  would  indicate  how  a  regula¬ 
tory  mechanism  might  achieve  this 
goal  and  whether  any  federal  action  Is 
necessary  in  that  regard. 

(d)  Indicate  how  insurers  should 
report  profit  and  loss  specifically  for 
product  liability. 

The  Task  Force  study  suggested 
that  insurers  should  be  required  to 
report  to  state  Insurance  commission¬ 
ers  on  a  basis  that  assumes  a  continu¬ 
ation  of  business  and  takes  into  ac¬ 
count  [46]  Interest  earned  on  re- 
sex^’es  for  claims.  Under  the  present 
system,  which  consistently  deals  with 
estimated  rather  than  real  losses  for  a 
broad  category  of  liability  coverage,  it 
is  impossible  to  determine  an  accurate 
picture  of  profit  and  loss  in  the  area  of 
product  liability.  The  report  would  in¬ 
dicate  how  insurers  should  report 
profit  and  loss  in  the  area  of  product 
liability  and  al.so  conclude  whether 
any  federal  action  Is  necessary  to  im¬ 
plement  such  reporting. 

(e)  Indicate  whether  it  is  necessary 
to  regulate  insurers  in  regard  to  their 
providing  loss  prevention  assistance  to 
their  insureds. 

In  the  course  of  their  business,  in¬ 
surers  gather  significant  information 
about  product  hazards:  every  product 
liability  claim  Is  a  potential  source  of 
this  information.  On  the  other  hand, 
the  Task  Force  study  showed  that  in¬ 
surers  rarely  provide  detailed  informa¬ 
tion  about  product  liability  to  Insureds 
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who  need  it  most— small  businesses.  If 
insurers  took  a  more  active  role  in  this 
area,  it  would  reduce  the  need  for  fur¬ 
ther  governmental  regulation  of  prod¬ 
uct  safety.  Some  states  already  require 
Insurers  to  provide  loss  prevention  as¬ 
sistance  to  insureds  in  the  area  of 
Worker  Compensation.  On  the  other 
hand,  as  this  paper  has  indicated, 
many  strong  arguments  can  be  raised 
against  this  requirement,  the  most  im¬ 
portant  being  that  it  would  raise  the 
cost  of  product  liability  insurance. 
Nevertheless,  the  pros  and  cons 
appear  sufficiently  balanced  for  fur¬ 
ther  consideration  to  be  given  as  to 
whether  any  regulation  is  necessary 
with  respect  to  this  topic.  See  pp.  14- 
15. 

The  Department  recommends  that 
the  report  be  prepared  within  a  ten- 
month  period  of  time.  For  options  re¬ 
lating  to  whether  there  should  be  fed¬ 
eral  standards  for  product  liability  in¬ 
surance,  see  pp.  5-9. 

2.  DRAFT  A  MODEL  PRODUCT 
LIABILITY  LAW  THAT  COULD  BE 
IMPLEMENTED  AT  THE  FEDERAL 
LEVEL  OR  UTILIZED  BY  THE 
STATES. 

There  seems  little  doubt  that  uncer- 
tainities  in  the  area  of  product  liabil¬ 
ity  law  have  placed  a  substantial 
burden  on  interstate  commerce.  As¬ 
suming  that  Insurers  adopted  ade¬ 
quate  ratemaking  practices,  the 
“hodge-podge”  of  rules  in  each  of  [47] 
the  50  states  makes  it  almost  impossi¬ 
ble  to  set  rates  with  any  degree  of  con¬ 
fidence.  Most  states  follow  a  common 
law  approach,  and  rules  are  applied 
retroactively.  In  such  a  climate,  insur¬ 
ers  must  be  very  conservative  in  set¬ 
ting  their  rales. 

It  seems  very  unlikely  that  uncer¬ 
tainties  will  be  removed  by  individual 
state  action;  current  state  activity  in 
the  area  is  more  likely  to  fuel  uncer¬ 
tainty,  limit  consumer  rights,  and 
have  little  effect  on  product  liability 
rates. 

There  was  a  time  when  it  was  well 
and  proper  for  tort  law  to  remain  un¬ 
certain:  concepts  of  "wrongness”  were 
sufficiently  clear  that  tort  rules  did 
not  have  to  be  spelled  out  in  black 
letter.  In  the  area  of  product  liabil¬ 
ity,  that  time  appears  to  have  passed. 
Commercial  necessity  requires  uni¬ 
formity  at  least  in  key  areas  such  as 
the  length  of  time  a  manufacturer  is 
resi>onsible  for  his  product,  the  rel¬ 
evance  of  a  product  user’s  conduct 
with  respect  to  tort  awards,  and  puni¬ 
tive  damages.  It  is  essential  that  a  uni¬ 
form  proposal  carefully  balance  the 
interests  of  product  users  and  sellers 
with  regard  to  those  and  other  key 
issues.  The  Task  Force  study  provides 
an  ample  predicate  for  the  develop¬ 
ment  of  a  well-balanced  uniform  prod¬ 
uct  liability  law  with  respect  to  those 
key  issues.  (See  Tab  B). 


'*A  capsule  history  of  federal  involvement 
in  state  tort  law  is  set  forth  in  Tab  A. 


The  Department  recommends  that 
the  projert  be  undertaken  with  the 
presumption  that  the  Administration 
will  recommend  the  bill  to  Congress. 
Nevertheless,  it  suggests  that  the  Ad¬ 
ministration  withhold  a  firm  commit¬ 
ment  at  this  time  as  to  whether  the 
draft  law  will  be  submitted  to  Con¬ 
gress  or  merely  used  as  a  model  for 
state  legislatures  that  have  an  interest 
in  the  product  liability  problem. 

The  Department  believes  that  this 
initiative  could  be  undertaken  and 
completed  within  12  months. 

3.  DRAFT  LEGISLATION  FOR 
FEDERAL  STANDARDS  IN  THE 
AREA  OF  WORKER  COMPENSA- 
'T’lON  SHOULD  INCLUDE  A  PROVI¬ 
SION  THAT  WOULD  RENDER 
WORKER  COMPENSATION  A 
SOLE  SOURCE  OP  MONETARY  RE¬ 
COVERY  FOR  WORKERS  IN¬ 
JURED  IN  PRODUCrr-RELATED 
ACCIDENTS. 

Most,  but  not  all,  serious  product  li¬ 
ability  problems  have  impacted  the 
manufacturers  of  workplace  products. 
While  workplace  accidents  represent 
only  11  percent  of  product  liability 
claims,  they  constitute  42  percent  of 
all  product  [48]  liability  bodily 
injury  payments  made.  Under  the  laws 
of  most  states,  a  manufacturer  of  a 
workplace  product  that  proves  to  be 
defective  must  absorb  the  entire  cost 
of  a  worker’s  tort  claim— even  though 
the  employer  may  have  been  substan¬ 
tially  at  fault  in  bringing  about  the  ac¬ 
cident. 

The  manufacturer’s  burden  could  be 
relieved  by  modifying  the  tort  system 
rules  relatiilg  to  contribution  or  subro¬ 
gation.  These  approaches  were  ex¬ 
plored  by  the  Task  Force  and  also  will 
be  considered  in  the  development  of  a 
uniform  product  liability  law.  Never¬ 
theless,  they  do  not  represent  the  best 
resolution  of  the  product-workplace 
injury  problem.  Neither  approach  re¬ 
duces  the  ultimate  amount  paid  in 
product  liability  workplace  injury 
cases.  Also,  modification  of  contribu¬ 
tion  rules  can  aggravate  the  problem 
by  Increasing  transaction  costs  and  im¬ 
posing  new  tort  claim  burdens  on  em¬ 
ployers. 

The  fact  that  the  Department  of 
Labor  Is  presently  developing  federal 
Worker  Compensation  standards  pro¬ 
vides  an  ideal  climate  for  resolving  the 
workplace  product  liability  problem. 
In  that  context,  most  workers  would 
probably  receive  increased  benefits  for 
injuries  suffered  in  the  course  of  em¬ 
ployment.  While  the  Department 
withholds  judgment  about  the  nature 
and  extent  of  those  benefits,  the  fact 
that  they  will  be  enhanced  can  be  a 
predicate  for  workers  forgoing  their 
right  to  sue  product  manufacturers. 
Federal  standards  can  also  incorporate 
a  means  W’hereby  product  manufactur¬ 
ers  contribute  (through  a  post-acci¬ 
dent  arbitration  proceeding)  to  the 


worker’s  compensation  award  when 
the  injury  arose  because  of  a  defective 
product.  The  approach  has  the  poten¬ 
tial  of  balancing  the  interests  of  man¬ 
ufacturers,  employers,  and  workers 
while  reducing  transaction  costs  asso¬ 
ciated  with  the  tort-litigation  system. 

The  Department  of  Commerce  can 
work  with  the  Department  of  Labor  in 
developing  this  remedy.  To  some 
extent,  the  time  frame  for  completion 
of  the  project  will  be  dependent  on 
the  Department  of  Labor's  progress 
with  respect  to  the  entire  topic  of  fed¬ 
eral  Worker  Compensation  standards. 
Nevertheless,  it  is  the  Department’s 
Judgment  that  the  remedy  itself  can 
be  formulated  within  a  six-month 
period  of  time.  For  the  pros  and  cons 
relating  to  this  remedy,  see  pp.  20-23. 

4.  A  STUDY  SHOULD  BE  CON¬ 
DUCTED  TO  DETERMINE  WHETH¬ 
ER  A  PRACrriCAL  NO-FAULT 
PRODUCT  UABILITY  SYSTEM 
CAN  BE  DEVELOPED,  IN  WHOLE 
OR  IN  PART.  ^R  CONSUMER 
PRODUCTS. 

The  Task  Force  analyzed  the  appli¬ 
cation  of  no-fault  compensation  sys¬ 
tems  to  the  area  of  product  liability 
and  determined  that  certain  major 
issues  must  be  resolved  before  such  a 
[491  system  could  be  recommended 
(see  p.  23).  No-fault  appeared  to  be  a 
very  long-range  solution  to  the  prod¬ 
uct  liability  problem.  However,  it  is 
not  worth  abandoning.  First,  the 
system  may  be  a  practical  one  for  cer¬ 
tain  product  lines  such  as  pharmaceu¬ 
ticals.  Second,  assuming  that  Worker 
Compensation  is  ultimately  made  a 
sole  source  of  recovery  for  workplace 
accidents,  there  will  be  an  increased 
need  to  examine  whether  a  no-fault 
system  could  be  developed  for  consum¬ 
er  product  injuries.  Third,  the  poten¬ 
tial  implementation  of  federal  no-fault 
standards  in  the  area  of  automobile 
accident  compensation  suggests  that 
very  close  attention  should  be  given  to  ► 
the  use  of  no-fault  devices  in  related 
areas.  Finally,  a  number  of  academi¬ 
cians  who  have  studied  this  area  have 
suggested  that  the  ultimate  resolution 
should  be  a  no-fault  compensation 
system. 

There  is  a  surface  inconsistency  in 
drafting  a  uniform  product  liability 
law  and  undertaking  a  further  study 
of  no-fault  for  product  liability;  how¬ 
ever,  the  two  actions  can  be  harmo¬ 
nized.  First,  it  is  unlikely  that  a  no¬ 
fault  product  liability  system  can  be 
developed  for  all  products.  Second,  if 
one  can  be  developed,  it  will  take  a 
long  period  of  time  to  enact  (because 
of  the  controversial  nature  of  such 
systems).  Thus,  drafting  a  uniform  law 
responds  to  an  immediate  need,  while 
a  study  of  no-fault  may  be  deemed 
sound  long-range  planning.  The  study 
itself  could  be  undertaken  and  com¬ 
pleted  within  an  eight-month  period. 
For  the  pros  and  cons  relating  to  this 
remedy,  see  p.  23. 
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5.  A  PROGRAM  SHOULD  BE  DE- 
VEIiOPED  WHEREBY  THE  FEDER¬ 
AL  GOVERNMENT  MORE  EFFEC- 
TIVEIY  DISTRIBUTES  PRODUCT 
RISK  INFORMATION  TO  MANU¬ 
FACTURERS,  DISTRIBUTORS. 
AND  RETAILERS. 

At  present,  a  substantial  amount  of 
information  about  product  risks  is 
brought  to  the  attention  of  various 
agencies  within  the  Federal  Govern¬ 
ment.  That  information  is  not  neces¬ 
sarily  consolidated  or  shared  with 
manufacturers,  distributors,  or  retail¬ 
ers  who  deal  with  products  that  might 
be  affected  by  that  risk  information. 
The  Department  believes  that  a  pro¬ 
gram  could  be  developed  whereby  the 
government  could  more  effectively  dis¬ 
tribute  product  risk  information  to 
manufacturers,  distributors,  and  re¬ 
tailers. 

The  CPSC  Is  presently  seeking  addi¬ 
tional  ways  whereby  industry  and  the 
organised  bar  might  bring  product  risk 
information  to  the  attention  of  the 
Federal  Government.  The  Department 
[501  recommends  that  these  efforts 
be  supported  with  a  view  toward  as¬ 
sisting  industry  in  its  efforts  toward 
product  liability  loss  prevention.  It  is 
suggested  that  this  program  be  devel¬ 
oped  for  review  within  12  months.  For 
the  pros  and  cons  relating  to  this 
remedy,  see  p.  11. 

6.  DEVELOP  A  SPECIAL  LOAN 
PROGRAM  THAT  WOULD  PERMIT 
QUALIFIED  SMALL  BUSINESSES 
TO  OBTAIN  PRODUCT  LIABILITY 
LOSS  PREVENTION  TECHNICAL 
ASSISTANCE. 

Task  Force  data  suggested  that  some 
small  businesses  are  not  in  an  econom¬ 
ic  position  to  utilize  available  techni¬ 
cal  assistance  in  the  area  of  product  li¬ 
ability  loss  prevention.  While  it  has 
been  suggested  that  the  government 
directly  provide  that  technical  assist¬ 
ance  to  such  businesses,  there  does  not 
appear  to  be  the  personnel  available 
within  the  government  who  have  both 
the  time  and  skill  to  perform  that  role. 
A  better  approach  would  be  to  estab¬ 
lish  a  loan  program  directed  at  provid¬ 
ing  loss  prevention  technical  assis¬ 
tance  to  small  businesses  which  would 
otherwise  be  unable  to  afford  it.  It  is 
suggested  that  this  program  be  devel¬ 
oped  for  review  within  ten  months. 
For  the  pros  and  cons  relating  to  this 
remedy,  see  p.  12. 

7.  LEGISLATION  SHOULD  BE 
DRAFTED  THAT  WOULD  PERMIT 
THE  FORMATION  OF  CAPTIVE  IN¬ 
SURANCE  COMPANIES  IN  THE 
AREA  OP  PRODUCT  LIABILITY. 

The  Department’s  recommendation 
with  respect  to  structured  self-insur¬ 
ance  programs  as  a  potential  short¬ 
term  solution  to  the  product  liability 
problem  may  be  of  only  limited  advan¬ 
tage  to  some  small  businesses  because 
they  have  insufficient  capital  to 
wholly  self-insure.  On  the  other  hand. 


these  businesses  might  be  able  to  self- 
insure,  in  effect,  and  reduce  their 
product  liability  insurance  costs  if 
state  or  federal  law  facilitated  the  for¬ 
mation  of  trade  association  captives. 
Obviously,  federal  legislation  could  in¬ 
dicate  the  tax  consequences  regarding 
such  units. 

At  present,  only  one  state  (Colorado) 
has  a  law  specially  addressed  to  the 
formation  of  trade  association  cap¬ 
tives.  The  Ta.sk  Force  study  suggested 
that  numerous  improvements  could  be 
made  in  that  law.  See  TFTl,  pp.  VII- 
161-163. 

The  utility  of  captives  Is  closely  en¬ 
twined  with  income  tax  consequences 
relating  to  when  premiums  or  capital 
allocations  can  be  deducted  from  ordi¬ 
nary  income.  Legislation  that  would 
provide  for  elective  federal  charters 
for  captives  could  [51]  include  con¬ 
siderations  of  the  tax  deductibility  re¬ 
garding  premium  and  capital  pay¬ 
ments  to  captives  as  well  as  antitrust 
problems.  It  could  also  consider  how 
captives  would  be  formed,  their  mini¬ 
mum  capital  requirements,  and  other 
insurance-related  measures.  ”  Never¬ 
theless,  it  is  the  Department’s  judge¬ 
ment  that  it  is  not  necessary  to  make  a 
final  decision  at  this  time  as  to  wheth¬ 
er  the  charters  would  be  i.ssued  at  the 
federal  level. 

Draft  legLslation  of  this  type  could 
be  submitted  to  the  Council  of  State 
Governments  for  use  at  the  state  level 
or  used  as  a  basis  for  minimum  federal 
standards  for  product  liability  cap¬ 
tives.  Draft  legislation  W'ith  explana¬ 
tory  commentary  can  be  prepared 
within  a  ten-month  period.  For  the 
pros  and  cons  regarding  chartering 
captives  at  the  federal  level,  see  pp. 
34-35. 

8.  ADMINISTRATIVE  OR  LEGIS¬ 
LATIVE  GUIDELINES  SHOULD  BE 
DEVEIOPED  THAT  WOULD 
ASSIST  PRIVATE  INSURERS  IN 
THE  FORMATION  OF  VOLUNTARY 
INSURANCE  POOLS.  LEGISLA¬ 
TION  THAT  WOULD  REQUIRE  IN¬ 
SURERS  TO  POOL  PRODUCl’  LI¬ 
ABILITY  INSURER  RISKS  SHOULD 
NOT  BE  DEVELOPED  AT  THIS 
TIME. 

Guidelines  that  would  encourage  in¬ 
surers  to  form  larger  risk  pools  volun¬ 
tarily  will  have  an  impact  that  may 
reduce  or  stabilize  product  liability 
costs.  This  remedy  is  only  likely  to 
benefit  product  lines  where  risks  are 
homogenous.  Moreover,  im.portant 
antitrust  considerations  and  potential 
unfair  competition  problems  enter  in 
this  area.  It  is  therefore  essential  that 
the  Department  of  Justice  and  the 
Federal  Trade  Commission  assist  in 
the  development  of  these  guidelines. 


”  The  Department  has  already  received  a 
request  regarding  the  drafting  of  such  a  law 
from  the  Chairman  of  the  Product  Liability 
Committee  of  the  Missouri  Senate. 


which  can  be  developed  within  a  ten- 
month  period. 

The  Department  recommends 
against  developing  legislation  that 
would  require  insurers  to  pool  product 
liability  Insurance  risks.  While  such 
legislation  might  reduce  product  liabil¬ 
ity  insurance  costs  for  some  manufac¬ 
turers,  it  would  place  an  unfair  burden 
on  manufacturers  of  low-risk  products 
or  manufacturers  that  followed  effec¬ 
tive  product  liability  loss  prevention 
techniques.  For  the  pros  and  cons  re¬ 
lating  to  these  remedies,  see  p.  29. 

[52]  9.  THE  ADMINISTRATION 
SHOULD  ESTABLISH  AN  INTER¬ 
AGENCY  COUNCIL  ON  ACCIDENT 
COMPENSATION.  THE  COUNCIL 
WOULD  HAVE  THE  INITIAL  RE¬ 
SPONSIBILITY  FOR  REVIEWING 
AND  COORDINATING  FEDERAL 
INITIATIVES  IN  THE  AREA  OF  AC¬ 
CIDENT  COMPENSATION. 

Problems  relating  to  accident  com¬ 
pensation  are  unlikely  to  fade  away 
within  the  next  few  years— in  E>oint  of 
fact,  all  signs  suggest  they  will  grow 
worse.  As  indicated  on  pp.  36  -38  of 
this  paper,  there  is  already  a  multiplic¬ 
ity  of  federal  legi.slative  and  research 
initiatives  being  undertaken  in  the 
area  of  accident  compensation.  While 
the  ordinary  OMB  legislative  clear¬ 
ance  process  meets  some  problems  of 
coordinating  these  efforts,  there  is  a 
clear  and  present  need  to  have  more 
specialization  and  analysis  on  an  on¬ 
going  basis  regarding  accident  com¬ 
pensation.  An  Interagency  Council 
composed  of  agencies  that  have  had 
substantial  experience  with  respect  to 
problems  relating  to  accident  compen¬ 
sation  would  be  a  constructive  means 
for  meeting  this  need.  The  OMB 
review  procedure  would  not  be  pre¬ 
empted,  only  supplemented. 

In  the  event  that  the  Administration 
regards  an  Interagency  Council  as  a 
cumbersome  mechanism  for  achieving 
the  necessary  coordination,  an  office 
in  an  individual  agency  could  under¬ 
take  that  function.  The  office  would 
review  all  legislative  and  research  ini¬ 
tiatives  in  the  area  of  accident  com¬ 
pensation  and  analyze  new  problems 
that  aro.se  in  that  area.  The  Depart¬ 
ment  will  submit  a  detailed  proposal 
with  respect  to  this  option  if  the  Ad¬ 
ministration  prefers  it  to  the  alterna¬ 
tive  option  involving  the  creation  of 
an  Interagency  Council  on  Accident 
Compensation. 

The  Department  recommends  that 
the  Interagency  Council  be  formed 
within  the  next  two  months  and  that 
it  report  to  OMB  and  the  Domestic 
Policy  Staf  on  an  ongoing  basis.  For 
the  pros  and  cons  relating  to  these 
remedies,  see  pp,  40-41. 

Options  Paper  on  Product  Liability 

AND  Accident  Compensation  Issues 

DESCRIPTION  OF  TABS 

Tab  A  Analysis  of  trend  toward  in¬ 
creasing  Involvement  by  the  Federal 
Government  in  the  area  of  tort  law. 
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Tab  B  A  description  of  major  issues 
that  would  be  addressed  in  a  uniform 
product  liability  law. 

Tab  C  Draft  Departmental  legisla¬ 
tive  proposal  (with  sectlon-by -section 
analysis)  that  would  amend  the  Inter¬ 
nal  Revenue  Code  to  permit  qualified 
businesses  to  set  aside  a  portion  of 
their  pretax  income  to  fund  a  specific 
reserve  for  product  liability  claiins. 

Tab  a  Analysis  of  Trend  Toward  In¬ 
creasing  Involvement  by  the  Feder¬ 
al  Government  in  the  Area  of  Tort 

Law 

Historically,  tort  law  has  been  the 
province  of  state  as  opposed  to  Federal 
govenunent;  however,  this  tradition 
may  be  changing.  Perhaps  the  first 
Federal  incursion  into  state  tort  law 
occurred  in  1906  when  Congress 
passed  the  first  Employers’  Liability 
Act.  This  legislation  attempted  to 
create  a  Federal  tort  rule  for  railroad 
employees  who  were  injured  on  the 
job,  but  the  Supreme  Court  deemed 
the  act  unconstitutional.  Congress  was 
more  successful  in  1908  with  the 
second  Employers’  Liability  Act,  which 
made  Federal  tort  law  determinative 
when  a  railroad  employee,  employed 
in  interstate  commerce,  was  injured  or 
killed  in  the  course  of  employment. 
This  time  the  Court  upheld  the  stat¬ 
ute. 

Another  example  of  the  Federal  gov¬ 
ernment’s  replacing  state  tort  law  with 
national  standards  was  the  enactment 
by  Congress  in  1927  of  the  Longshore¬ 
men’s  and  Harbor  Workers’  Compen¬ 
sation  Act.  This  act  established  a 
Worker  Compensation  system  for 
those  workers  and  prescribed  Federal 
tort  rules  regarding  their  claims 
against  shipowners. 

More  recently.  Congress  has  acted  in 
totally  different  areas  of  tort  law.  In  a 
variety  of  civil  rights  acts.  Congress  in¬ 
cluded  a  provision  that  permits  claims 
for  damages  due  to  certain  types  of 
discrimination.  Congress  has  also  cre¬ 
ated  Federal  torts  in  a  number  of 
lesser  known  areas.  For  example,  the 
Crime  Control  and  Safe  Streets  Act. 
18  U.S.C.  §2520  (1968),  expressly 
author-  ized  a  civil  action  against  any 
person  who  intercepts  a  telephone 
conversation.  Also,  the  Consumer 
Product  Safety  Act  contains  a  provi¬ 
sion  creating  a  Federal  tort  remedy  for 
persons  who  are  injured  as  the  result 
of  a  knowing  violation  of  a  safety  stan¬ 
dard  or  rule  of  the  Commission.  See  15 
U.S.C.  §2072(1972). 

Congress  has  also  enacted  legislation 
that  compensates  tort  victims.  Among 
the  more  important  are  the  Price-An- 
derson  Act  (1975),  which  established  a 
no-fault  compensation  system  for  cata¬ 
strophic  incidents  that  might  arise  at 
nuclear  power  plants,  and  the  Nation¬ 
al  Swine  Flu  Immunization  Program, 
42  U.S.C.  §247b  (Supp.  1977),  which 
put  Federal  funds  at  risk  with  respect 


to  strict  liability  tort  claims  that  arose 
out  of  that  program. 

Federal  incursions  into  state  tort  law 
have  also  occurred  as  a  result  of  the 
enactment  of  a  pervasive  scheme  of 
Federal  regulations.  For  example.  Fed¬ 
eral  regulation  of  airline  transporta¬ 
tion  affected  the  law  of  trespass  with 
respect  to  landholders’  historical 
rights  to  exclusive  possession  of  the 
space  about  their  land.  It  has  also  af¬ 
fected  the  tort  of  nuisance  when  the 
latter  is  used  to  protect  individuals 
against  aircraft  noise.  Recently,  one 
court  found  that  extensive  Federal 
regulation  (as  well  as  other  factors) 
suggested  that  a  “Federal  common  law 
of  torts’’  should  apply  in  litigation 
that  arises  from  mid-air  collisions  oc¬ 
curring  in  national  air  space.  See  Kohr 
V.  Allegheny  Airlines,  Inc.,  504  F.  2d 
400  (7th  Cir.  1974). 

Most  of  the  executive  branch’s  in¬ 
cursions  into  state  tort  law  have  begun 
by  way  of  major  Federal  studies.  Prob¬ 
lems  in  the  area  of  automobile  acci¬ 
dent  compensation  led  the  Depart¬ 
ment  of  ’lYansportation  to  conduct  a 
$2.5  million  study  of  the  field.  An  18- 
volume  detailed  report  was  published 
in  1970-1971.  ’This  report  became  the 
underlying  basis  for  the  Federal  no¬ 
fault  automobile  compensation  system 
that  has  been  supported  by  the  Ad¬ 
ministration.  If  this  bill  is  enacted,  it 
will  represent  the  most  significant  in¬ 
volvement  of  the  Federal  government 
in  the  area  of  state  tort  law.  ’The  mini¬ 
mum  standards  in  the  bill  will  have  a 
major  impact  on  the  tort  and  insur¬ 
ance  systems  of  almost  every  state.’* 

Problems  in  regard  to  the  cost  and 
availability  of  medical  malpractice  in¬ 
surance  led  to  the  Report  of  the  Secre¬ 
tary’s  Commission  on  Medical  Mal¬ 
practice  published  by  the  Department 
of  Health,  Education,  and  Welfare  in 
January,  1973.  ’This  $1.3  million  study 
contained  20  specific  recommenda¬ 
tions;  however,  the  Federal  govern¬ 
ment  has  not  implemented  them. 

In  1970,  problems  in  the  area  of 
state  Worker  Compensation  led  Con¬ 
gress  to  create  the  National  Commis¬ 
sion  on  State  Workmen’s  Compensa¬ 
tion  Laws.  'Two  year  later,  that  group 
issued  a  report  that  suggested  that  na¬ 
tional  Worker  Compensation  stand¬ 
ards  might  be  necessary.  Subsequent¬ 
ly,  the  executive  branch  established 
an  Interdepartmental  Task  Force  on 
Workers’  Comensation  (chaired  by  the 
Department  of  Labor).  To  date,  that 
group  has  Issued  an  interim  report 
that  shows  that  states  have  not  ^en 
eager  to  follow  some  of  the  Commis¬ 
sion’s  more  important  recommenda- 


’•Only  16  states  have  a  true  no-fault  com¬ 
pensation  system  at  this  time.  Of  those 
states,  only  three  have  programs  that  ap¬ 
proach  the  scope  and  dimension  of  the  Fed¬ 
eral  proposal  (Michigan,  Hawaii,  and  New 
York). 


tions.  See  Workers’  Compensation;  Is 
’There  A  Better  Way?,  Report  to  the 
President  and  the  Congress  of  the 
Policy  Group  of  the  Interdepartmen¬ 
tal  Workers’  Compensation  Task 
Force  (1/19/77).  At  present,  the  De¬ 
partment  of  Labor  is  considering  the 
development  of  national  standards  for 
Worker  Compensation. 

Problems  in  the  areas  of  cost  and 
availability  of  product  liability  insur¬ 
ance  led  to  the  Interagency  Task 
Force’s  study  of  that  topic. 

Closely  related  to  the  product  liabil¬ 
ity  study  is  the  recent  HEW  consider¬ 
ation  of  liability  problems  that  arise 
out  of  government  distribution  of  vac¬ 
cines.  The  HEW  report  sets  forth  the 
pros  and  cons  of  a  variety  of  remedies, 
but  does  not  contain  specific  recom¬ 
mendations.  A  representative  of  the 
Office  of  the  Secretary  of  HEW  has 
indicated  to  this  Department  that 
there  is  a  strong  interest  in  Congress 
regarding  specific  solutions  to  the  vac¬ 
cine  distribution  liability  problem.  Ap¬ 
parently  a  number  of  (X)ngresspersons 
want  to  avoid  the  need  to  pass  “emer¬ 
gency”  measures  in  the  future. 

Very  recently,  the  executive  branch 
has  taken  a  direct  interest  in  the  com¬ 
pensation  side  of  tort  law.  ’Thus,  the 
Administration  has  endorsed  the  Vic¬ 
tims  of  Crime  Act  of  1977  which  would 
provide  grants  to  the  states  for  pay¬ 
ment  of  compensation  to  persons  in¬ 
jured  by  certain  criminal  acts.'* 
Another  example  is  the  Office  of 
Federal  Procurement  Policy’s  pro¬ 
posed  legislation  that  would  provide 
for  interim  payments  for  relief  to  the 
public  for  injuries  arising  out  of  con¬ 
duct  by  government  contractors  that 
have  engaged  in  high-risk  activity. 

In  sum,  the  Federal  government’s 
action  in  the  area  of  tort  law  has  been 
“piecemeal”;  however,  a  multiplicity  of 
problems  arising  out  of  the  traditional 
tort-litigation  system  appears  to  be 
drawing  the  Federal  government  into 
the  area  of  accident  compensation. 

Tab  B.  a  Description  of  Major 
Issues  That  Would  Be  Addressed  in 
A  Uniform  Product  Liability  Law 

INTRODUCrriON 

The  uniform  product  liability  law 
proposed  in  Option  3,  page  18,  would 
not  purport  to  be  an  exhaustive  com¬ 
pilation  of  the  entire  subject;  rather,  it 
would  focus  on  subject  matter  areas 
that  the  Task  Force’s  report  suggests 
have  created  the  most  problems  and 
are  of  major  importance. 

There  are  three  basic  reasons  for 
taking  this  approach: 

•It  seems  reasonable  to  impose  Feder¬ 
al  standards  only  where  it  is  clearly 


’•Since  the  criminal  acts  involved  are  also 
torts,  the  act  is,  in  effect,  a  tort  compensa¬ 
tion  measure. 
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necessary  to  do  so.  A  bill  that  left 
the  states  latitude  to  fill  the  inter¬ 
stices  of  the  law  would  be  a  more 
palatable  one  for  legislators  who  are 
concerned  with  the  precedential 
effect  of  imposing  Federal  standards 
in  this  area. 

•It  wiil  expedite  the  drafting  of  the 
code.  A  meaningful  attempt  to  cover 
the  entire  range  of  issues  that  arise 
in  product  liability  cases  would  take 
many  years.  The  product  liability 
problem  is  manifest  now,  and  a  long 
period  of  delay  is  inadvisable. 

•The  Final  Report  itself  can  serve  as  a 
basis  for  the  formulation  of  these 
rules.  This  will  save  both  time  and 
expense.  (See  F’lnal  Report,  Chap¬ 
ters  II  and  Vll) 

It  is  suggested  that  the  uniform 
product  liability  code  indicate; 

(1)  The  basic  standard  of  responsibil¬ 
ity  for  manufacturers,  retailers,  and 
distributors  of  products.  (For  a  discus¬ 
sion  of  this  issue,  see  Final  Report,  p. 
VII-15). 

(2)  How  long  a  manufacturer  is  re¬ 
sponsible  for  its  product.  (See  FR,  p. 
VII-20). 

(3)  A  manufacturer’s  responsibility 
for  an  unavoidably  unsafe  product. 
(See  FR.  p.  VII-29). 

(4)  The  relevance  of  state  of  the  art. 
(See  FR.  p.  VII-33). 

(5)  The  relevance  of  compliance  with 
legislative  or  administrative  standards. 
(See  FR.  p.  VII-37). 

(6)  The  scope  of  damage  awards  for 
pain  and  suffering.  (See  FR,  p.  VII- 
64). 

(7)  The  scope  of  the  collateral  source 
rule.  (See  FR.  p.  VII-70). 

(8)  The  scope  of  awards  for  punitive 
damages.  (See  FR.  p.  VII-75). 

(9)  The  scope  of  rules  relating  to 
contribution  and  indemnity.  (See  FH, 
p.  VII-87). 

(10)  The  scope  of  rules  relating  to 
conduct  on  the  part  of  product  users. 
(See  FR.  p.  VII-46). 

The  code  might  also  set  forth  proce¬ 
dures  and  rules  in  four  additional 
areas: 

(1)  Arbitration  (see  FR,  p.  VII-229). 

(2)  Regulation  of  expert  testimony 
(see  FR,  p.  VII-42). 

(3)  Sanctions  against  the  bringing  of 
frivolous  claims  (see  FR,  p.  VII-62). 

(4)  Situations  where  hold  harmless 
clauses  should  be  deemed  valid  under 
Federal  law  (see  m,  p.  V-99). 

If  the  Administration  decides  to  pro¬ 
ceed  with  the  drafting  of  the  uniform 
code,  the  Department  will  provide  an 
analysis  of  the  pros  and  cons  relating 
to  whether  each  or  all  of  these  addi¬ 
tional  areas  should  be  included. 

Tab  C  a  Bill 

To  amend  the  Internal  Revenue 
Code  of  1954  to  provide  for  a  deduc¬ 
tion  for  certain  amounts  paid  into  a 
reserve  for  product  liability  losses  and 


expenses,  to  provide  a  deduction  for 
certain  amounts  paid  to  captive  insur¬ 
ers,  and  for  other  purposes. 

Be  it  enacted  by  the  Senate  and 
House  of  Representatives  of  the  United 
States  of  America  in  Congress  assem¬ 
bled, 

SHORT  TITLE 

SEC.  1.  This  Act  may  be  cited  as  the 
“Product  Liability  Self-Insurance  Act 
of  1978”. 

SELF-INSURANCE  FOR  PRODUCT  LIABILITY 
LOSSES 

SEC.  2.  Section  165  of  the  Internal 
Revenue  Code  of  1954  (the  Code)  (re¬ 
lating  to  losses)  is  amended  by  redesig¬ 
nating  subsection  (i)  as  (j)  and  by  in¬ 
serting  after  subsection  (h)  the  follow¬ 
ing  new  subsection: 

“(i)  SELF-INSURANCE  FOR  PROD¬ 
UCT  LIABILITY  LOSSES  AND  EX¬ 
PENSES  _ 

“(1)  GENERAL  RULE.— In  the  case 
of  a  taxpayer  engaged  during  the  tax¬ 
able  year  in  a  trade  or  business  which 
Involves  the  manufacture,  importa¬ 
tion,  distribution,  lease,  or  sale  or  a 
product  with  respect  to  which  the  tax¬ 
payer  may  incur  any  product  liability, 
at  the  election  of  the  taxpayer,  there 
shall  be  allowed  as  a  deduction  under 
subsection  (a)— 

"(A)  Amounts  transferred  by  the 
taxpayer  for  such  taxable  year  to  his 
product  liability  loss  reserve  account, 
and 

“(B)  Amounts  paid  by  the  taxpayer 
for  such  taxable  year  to  a  captive  in¬ 
surer  with  respect  to  the  product  li¬ 
ability  of  the  taxpayer, 

“(2)  DETERMINATION  OF 
AMOUNT.— 

“(A)  For  a  taxpayer  which  qualifies 
as  having  a  severe  product  liability  in¬ 
surance  problem  (as  set  forth  in  para¬ 
graph  (11)  below),  the  amount  of  the 
deduction  allowed  by  paragraph  (1) 
shall  not  exceed  the  lesser  of— 

“(1)  Five  percent  of  the  gross  re¬ 
ceipts  of  the  taxpayer  for  such  taxable 
year  from  the  manufacture,  importa¬ 
tion,  distribution,  lease,  or  .sale  of  such 
product, 

“(il)  the  amount  which,  when  added 
to  the  sum  of  the  balance  of  the  tax¬ 
payer’s  product  liability  loss  reserve 
account  and  the  net  contributions  of 
the  taxpayer  to  his  captive  insurer,  if 
any,  equals  15  percent  of  the  taxpay¬ 
er’s  average  yearly  gross  receipts  from 
the  manufacture,  importation,  distri¬ 
bution,  or  sale  of  such  product  during 
the  base  period,  or 
“(iil)  $100,000. 

“(B)  For  a  taxpayer  who  does  not 
qualify  as  having  a  severe  product  li¬ 
ability  insurance  problem,  the  amount 
of  the  deduction  allowed  by  paragraph 
(1)  shall  not  exceed  the  lesser  of— 

“(i)  Two  percent  of  the  gross  re¬ 
ceipts  of  the  taxpayer  for  such  taxable 
year  from  the  manufacture,  importa¬ 


tion,  distribution,  lease,  or  sale  of  such 
product, 

“(il)  the  amount  which,  when  added 
to  the  sum  of  the  balance  of  the  prod¬ 
uct  liability  loss  reserve  account  and 
the  net  contributions  of  the  taxpayer 
to  his  captive  insurer,  if  any,  equals  10 
percent  of  the  taxpayer’s  average 
yearly  gross  receipts  from  the  manu 
facture,  importation.  distribution, 
lease,  or  sale  of  such  product  during 
the  base  period,  or 
“(hi)  $25,000. 

“(C)  For  the  purpose  of  paragrapli 
(2),  the  term  ‘base  period’  shall  mean 
the  shorter  of: 

“(i)  the  period  during  which  the 
election  under  paragraph  (1)  continu¬ 
ously  applies:  or 

“(ii)  the  five  years  ending  in  the  tax¬ 
able  year  for  which  the  current  deduc¬ 
tion  is  taken. 

“(3)  DISALLOWANCE  OF  DEDUC¬ 
TION  FOR  CERTAIN  LOSSES.-In 
determining  the  amount  of  the  deduc¬ 
tion  allowable  for  the  taxable  year 
under  subsection  (a),  no  deduction 
shall  be  allowed  for  any  product  liabil¬ 
ity  loss  paid  or  incurred  by  the  taxpay¬ 
er  during  the  taxable  year  except  to 
the  extent  that  the  aggregate  amount 
of  such  losses  during  such  year  ex¬ 
ceeds  the  sum  of— 

“(A)  The  amount  in  the  product  li¬ 
ability  loss  reserve  account  of  the  tax¬ 
payer  at  the  beginning  of  such  taxable 
year,  plus 

“(B)  The  aggregate  amount  of  pay¬ 
ments  by  the  taxpayer  to  such  account 
within  the  taxable  year  which  are  al- 
low'able  as  a  deduction  under  para¬ 
graph  (1). 

“(4)  USE  OF  FUNDS  OF  ACCOUNT 
FOR  INAPPROPRIATE  PURPOSE.- 
“(A)  In  General— If  any  amount  in  a 
product  liability  loss  reserve  account 
is,  during  a  taxable  year,  used  for  any 
purpose  which  is  Inconsistent  with  the 
provisions  of  paragraph  (9)  below— 

“(i)  an  amount  equal  to  the  amount 
so  used  shall  be  included  as  taxable 
income  (without  regard  to  other 
Income  or  deductions)  to  the  taxpayer 
for  the  taxable  year  in  which  such  use 
commences,  and 

“(ii)  the  liability  of  the  taxpayer  for 
the  tax  imposed  by  this  chapter  for 
such  taxable  year  shall  be  increased 
by  an  amount  equal  to  50  percent  of 
the  amount  so  used. 

“(B)  ExcepHon.— Subparagraph  (A) 
shall  not  apply  to  amounts  paid  out  of 
any  product  liability  loss  reserve  ac¬ 
count  not  later  than  the  last  day  pre¬ 
scribed  by  law  (including  extensions 
thereof)  for  filing  the  taxpayer’s 
return  with  respect  to  the  tax  imposed 
by  this  chapter  for  the  taxable  year  to 
the  extent  the  amount  of  such  pay¬ 
ment  is  not  more  than  the  excess  of— 
“(i)  the  aggregate  amount  of  pay¬ 
ments  by  the  taxpayer  to  such  account 
for  the  taxable  year,  over 
“(ii)  the  maximum  amount  of  such 
payments  which  may  be  deducted 
under  paragraph  (2). 
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"(5)  TIME  WHEN  PAYMENTS  TO 
ACCOUNT  DEEMED  MADE.-For 
the  purposes  of  this  subsection,  a  tax¬ 
payer  shall  be  deemed  to  have  made  a 
payment  to  his  product  liability  loss 
reserve  account  on  the  last  day  of  the 
preceding  taxable  year  if  the  payment 
is  made  on  account  of  such  taxable 
year  and  not  later  than  the  last  day 
prescribed  by  law  (including  exten¬ 
sions  thereof)  for  filing  the  taxpayer’s 
return  with  respect  to  the  tax  imposed 
by  this  chapter  for  such  taxable  year. 

“(6)  PAYMENTS  TO  ACCOUNT 
TO  BE  IN  CASH  OR  CERTAIN 
OTHER  ITEMS.— No  deduction  shall 
be  allowed  under  paragraph  (1)  with 
respect  to  any  payment  to  a  taxpayer’s 
product  liability  loss  reserve  account 
other  than  a  payment  in  cash  or  in 
items  in  which  the  assets  in  said  ac¬ 
count  may  be  invested  under  para¬ 
graph  (10)  below. 

”(7)  SPECIAL  RULE  FOR  CON¬ 
TROLLED  GROUPS.— 

“(A)  In  General— Tov  the  purpose  of 
paragraph  (2)— 

“(i)  In  the  case  of  any  taxpayer  who, 
during  a  calendar  year,  is  a  component 
member  of  a  controlled  group  of  cor¬ 
porations,  only  gross  receipts  properly 
attributable  under  section  482  to  such 
taxpayer  for  such  year  shall  be  taken 
into  account:  and 

“(ii)  the  aggregate  deductions  under 
this  subsection  taken  by  all  of  the 
component  members  of  a  controlled 
group  of  corporations  for  each  taxable 
year  shall  be  limited  to  the  amount 
that  would  be  permitted  under  para¬ 
graph  (2)  if  all  the  component  mem¬ 
bers  of  such  group  were  condsidered  to 
be  a  single  taxpayer, 

“(B)  Definition  of  Controlled 
Group.— For  the  purpose  of  subpara¬ 
graph  (A),  the  term  ‘controlled  group 
of  corporations’  has  the  meaning  given 
such  term  by  paragraphs  (1),  (2),  and 
(3)  of  subsection  (a)  of  section  1563, 
except  that  the  determination  of 
whether  a  taxpayer  is  a  component 
member  of  a  controlled  group  of  cor¬ 
porations  at  any  time  during  a  calen¬ 
dar  year  shall  be  made  on  December 
31  of  such  year. 

“(C)  Controlled  Groups  Containing 
Persons  Other  Than  Corporations.— 
Under  regulations  prescribed  by  the 
Secretary,  principles  similar  to  the 
principles  of  subparagraphs  (A)  and 
(B)  shall  be  applied  to  groups  of  tax¬ 
payers  under  common  control  where 
one  or  more  of  such  taxpayers  is  not  a 
corporation. 

“(8)  ELECTION  AND  DISSOLU¬ 
TION  OF  ACCOUNT.- 

“(A)  the  Secretary  shall  prescribe  by 
regulations— 

“(i)  the  time  and  manner  in  which 
the  election  under  paragraph  (1)  shall 
be  made  by  a  taxpayer;  and 

“(ii)  the  time,  manner,  and  condi¬ 
tions  under  which  a  taxpayer  may  ter¬ 
minate  his  product  liability  loss  re¬ 


serve  account,  and  the  funds  accumu¬ 
lated  therein,  if  any,  may  be  distribut¬ 
ed  to  the  taxpayer  without  being  sub¬ 
ject  to  the  penalty  described  in  para¬ 
graph  (4). 

“(B)  The  regulations  prescribed  by 
the  Secretary  regarding  the  election 
under  paragraph  (1)  shall  require  the 
taxpayer  to  indicate  whether  he  is 
electing  to  transfer  all.  or  any  portion, 
of  the  net  income  earned  on  amounts 
previously  transferred  to  his  product 
liability  loss  reserve  account  to  that 
account.  Net  income  so  earned  which 
the  taxpayer  does  not  elect  to  transfer 
to  his  product  liability  loss  reserve  ac¬ 
count  shall  be  withdrawn  from  that 
account  without  penalty  under  para¬ 
graph  (4). 

“(9)  DEFINITIONS.— For  purposes 
of  this  subsection— 

“(A)  Product  Liability.— The  term 
‘product  liability’  includes  liability  for 
damages  arising  out  of  operations 
after  the  operation  has  been  complet¬ 
ed  or  abandoned  and  for  damages  aris¬ 
ing  out  of  physical  injuries  to  persons 
or  property  attributable  to  negligence 
in,  breach  of  warranty  regarding,  or 
defects  in  a  product  manufactured,  im¬ 
ported,  distributed,  leased,  or  sold  by 
the  taxpayer. 

“(B)  Product  Liability  Loss.— The 
term  ‘product  liability  loss’  means  any 
loss  attributable  to  the  product  liabil¬ 
ity  of  the  taxpayer. 

“(C)  Product  Liability  Loss  Reserve 
Account— The  term  ‘product  liability 
loss  reserve  account’  means  any 
trust— 

“(i)  established  in  writing  which  is 
created  or  organized  under  the  laws  of 
the  United  States  or  of  any  State  (in¬ 
cluding  the  District  of  Columbia)  for 
the  taxpayer; 

“(ii)  the  trustee  of  which  is  a  bank 
(as  defined  in  section  581)  or  another 
person  (other  than  the  taxpayer  or 
any  component  member  of  a  con¬ 
trolled  group  of  corporations,  within 
the  meaning  of  paragraph  (7),  of 
which  the  taxpayer  is  a  component 
member)  who  demonstrates  to  the  sat¬ 
isfaction  of  the  Secretary  that  the 
manner  in  which  that  other  person 
will  administer  the  trust  will  be  consis¬ 
tent  with  the  purposes  for  which  the 
trust  is  established: 

“(iii)  the  exclusive  purpose  of  which 
is  to  satisfy,  in  whole  or  in  part,  the 
product  liability  losses  sustained  by 
the  taxpayer  and  the  expenses  in¬ 
curred  in  the  investigation,  settlement, 
and  opposition  of  any  claims  for  com¬ 
pensation  against  the  taxpayer  with 
respect  to  his  product  liability,  and  to 
pay  administrative  and  other  inciden¬ 
tal  expenses  of  such  trust  in  connec¬ 
tion  with  the  operation  of  the  trust 
and  the  processing  of  claims  against 
the  taxpayer; 

“(iv)  the  assets  of  which  will  not  be 
commingled  with  any  other  property 
other  than  in  a  common  trust  fund 


and  will  only  be  invested  as  permitted 
in  paragraph  (10);  and 

“(V)  the  assets  of  which  may  not  be 
borrowed,  used  as  security  for  a  loan, 
or  otherwise  used  by  the  taxpayer  for 
any  purpose  other  than  those  de¬ 
scribed  in  subparagraph  (9)  (C)  (iii). 

“(D)  Captive  Insurer.— The  term 
‘captive  insurer’  means  any  insurer 
wholly-  or  partially-owned,  directly  or 
Indirectly,  by  the  taxpayer  which  is  li¬ 
censed  to  provide  product  liability  in¬ 
surance  to  the  taxpayer  under  the 
laws  of  a  State  of  the  United  States. 

“(E)  Net  contributions  of  Taxpayer 
to  Captive  Insurer.— For  the  purpose 
of  paragraph  (2),  the  term  ‘net  contri¬ 
butions  of  taxpayer  to  his  captive  in¬ 
surer’  shall  mean  the  greater  of:  (i) 
the  sum  of  all  premiums  paid  by  the 
taxpayer  to  his  captive  insurer  for 
prod’'Ct  liability  insurance,  less  all 
amounts  paid  by  his  captive  insurer 
for  claims  against  the  taxpayer  for 
compensation  with  respect  to  the 
product  liability  of  the  taxpayer,  or 
(ii)  zero. 

“(10)  RESTRICTIONS  ON  INVEST¬ 
MENT  OF  ASSETS.— Investment  of 
the  assets  of  a  taxpayer’s  product  li¬ 
ability  loss  reserve  account  shall  be 
limited  to— 

“(A)  public  debt  securities  of  the 
United  States, 

“(B)  obligations  of  a  State  or  local 
government  which  are  not  in  default 
as  to  principal  or  interest,  or  “(C)  time 
or  demand  deposits  in  a  bank  (as  de¬ 
fined  in  section  581)  or  an  insured 
credit  union  (as  defined  in  section 
107(6)  of  the  Federal  Credit  Union 
Act)  located  in  the  United  States. 

“(11)  SEVERE  PRODUCrr  LIABIL¬ 
ITY  INSURANCE  PROBLEM.-For 
the  purpose  of  paragraph  (2),  a  tax¬ 
payer  shall  qualify  as  having  a  severe 
product  liability  insurance  problem  for 
a  taxable  year  if,  for  such  taxable 
year,  either— 

“(A)  the  taxpayer  was  unable  to 
obtain  a  premium  quotation  for  prod¬ 
uct  liability  insurance,  with  coverage 
of  up  to  $1,000,000,  from  any  insurer 
other  than  a  captive  insurer;  or 

“(B)  the  lowest  insurance  premium 
quotation  for  product  liability  insur¬ 
ance,  with  coverage  of  up  to 
$1,000,000,  obtained  by  the  taxpayer 
was  equal  to  more  than  three  percent 
of  the  gross  receipts  of  the  taxpayer 
for  such  taxable  year. 

“(12)  DEDUCTIBILITY  OF 

AMOUNTS  PAID  TO  CAPTIVE  IN¬ 
SURER  AS  AN  ORDINARY  AND 
NECESSARY  BUSINESS  EX¬ 

PENSE.— The  deductibility,  in  whole 
or  in  part,  of  amounts  paid  by  a  tax¬ 
payer  to  a  captive  insurer  for  product 
liability  insurance  coverage  under  this 
subsection  shall  not  affect  the  deduct¬ 
ibility  of  such  amounts  under  Section 
162  (relating  to  ordinary  and  neces¬ 
sary  expenses),  except  that  such 
amounts  shall  not  be  deducted  more 
than  once. 
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“(13)  DISCHARGE  OP  INDEBTED¬ 
NESS  OF  TAXPAYER  BY  PROD¬ 
UCT  LAIABILITY  LOSS  RE¬ 
SERVE.— For  the  purpo.se  of  Section 
61  (relating  to  gro.ss  income),  the  pay¬ 
ment  by  the  trustee  of  a  taxpayer’s 
product  liability  loss  re.serve  account 
of  product  liability  los.ses  .sustained  by 
the  taxpayer,  expenses  incurred  in  the 
investigation,  settlement,  and  opposi¬ 
tion  of  any  claims  for  compensation 
against  the  taxpayer  with  respect  to 
his  product  liability,  or  other  expenses 
permitted  to  be  paid  by  the  trustee  of 
such  account  under  subsection 
165(i)(9),  shall  not  be  included  in  the 
gross  income  of  the  taxpayer. 

ACCUMULATED  EARNINGS  TAX 

SEC.  3.  Section  537  of  the  Code  (re¬ 
lating  to  the  accumulated  earnings 
tax)  is  amended  by  redesignating  para¬ 
graph  (b)(4)  as  (b)(5)  and  by  inserting 
after  paragraph  (b)(3)  the  following 
new  paragraph; 

“(b)(4)  Amounts  accumulated  in  a 
taxpayer’s  product  liability  loss  re- 
ser\'e  account  and  amounts  paid  by  a 
taxpayer  to  his  captive  insurer  for  li¬ 
ability  insurance  shall  be  treated  as 
amounts  accumulated  for  the  reason¬ 
ably  anticipated  needs  of  the  busine.ss 
of  the  taxpayer  to  the  extent  those 
amounts  are  deductible  pursuant  to 
Section  165(i).  Amounts  so  accumulat¬ 
ed  or  paid  which  are  not  deductible 
pursuant  to  Section  165(i)  remain  sub¬ 
ject  to  the  burden  of  proof  .set  forth  in 
Section  534. 

SEC.  4.  The  amendments  made  by 
this  Act  apply  to  taxable  years  begin¬ 
ning  after  December  31,  1977. 

Proposed  Product  Liability  Self-In¬ 
surance  Act  of  1978— Section»by- 

Section  Analysis  of  the  Bill 

TITLE 

Section  1  of  the  bill  provides  that  it 
may  be  cited  as  the  “Product  Liability 
Self-Insurance  Act  of  1978.’’ 

deductions  for  reserves  for  self-in¬ 
surance  OF  product  liability  losses 

Section  2  of  the  proposed  bill  sets 
forth  a  new  subsection  (i)  of  Section 
165  of  the  Internal  Revenue  Code  of 
1954  (the  Code),  which  relates  to  de¬ 
ductions  for  losses. 

Paragraph  (D— Deductibility 

Paragraph  (1)  of  Subsection  165(1) 
would  permit  a  taxpayer  engaged  in 
the  manufacture,  importation,  distri¬ 
bution,  lease,  or  sale  of  a  product  with 
respect  to  which  a  taxpayer  may  incur 
product  liability  to  deduct;  (1) 
amounts  transferred  by  the  taxpayer 
to  his  product  liability  loss  reserve  ac¬ 
count,  and  (2)  amounts  paid  to  a  cap¬ 
tive  insurer  for  insurance  coverage  of 
the  taxpayer’s  product  liability.  Limi¬ 
tations  on  the  amount  of  the  deduc¬ 
tions  are  set  forth  in  Paragraph  (2). 
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Sub.section  165(i)  is  a  tax  deferral 
mechanism.  It  would  permit  a  taxpay¬ 
er  to  take  a  current  deduction  for  the 
above-described  amounts— rather  than 
waiting  until  the  taxable  year  in 
which  the  taxpayer  actually  incurs 
(or,  in  the  case  of  a  cash  basis  taxpay¬ 
er,  pays)  product  liability  losses  and 
expenses  related  to  the  investigation, 
settlement,  and  opposition  of  product 
liability  claims. 

The  purpose  of  the  proposed  deduc¬ 
tion  is  threefold.  First,  it  would  make 
product  liability  insurance  more  affor¬ 
dable  for  many  insureds.  The  tax  in¬ 
centives  for  self-insurance  would 
permit  individual  firms  to  increase 
their  deductibles,  thereby  reducing 
their  insurance  premiums.  Further¬ 
more,  on  a  macro  level,  the  reduction 
in  aggregate  demand  for  products  cov¬ 
erage  would  presumably  lead  to  lower 
prices. 

Second,  the  proposed  bill  would 
benefit  consumers.  In  that  regard,  the 
Final  Report  of  the  Interagency  Task 
Force  on  Product  Liability  (the  Pinal 
Report)  found  that  many  companies 
were  operating  without  product  liabil¬ 
ity  insurance.  This  bill  w'ould  encour¬ 
age  such  companies  to  accumulate  a 
secure  pool  of  funds  which  would  be 
available  to  compen.sate  injured  con¬ 
sumers  who  might  otherwise  go  with¬ 
out  compensation.  Unlike  other  ac¬ 
counting  reserves  (e.g.,  re.serve  for  bad 
debts),  the  product  liability  lo.ss  re¬ 
serve  would  be  comprised  of  real  assets 
held  in  trust  whose  use  would  be  re¬ 
stricted. 

Third,  in  contrast  to  the  bills  cur¬ 
rently  pending  in  Congress,  the  pro¬ 
posed  bill  would  encourage  the  forma¬ 
tion  of  captive  insurance  companies  by 
permitting  the  deduction  of,  at  mini¬ 
mum,  a  portion  of  the  premiums  paid 
by  a  taxpayer  to  a  captive  insurer  for 
product  liability  coverage.  Only 
amounts  paid  for  product  liability  cov¬ 
erage,  however,  would  be  deductible. 
Contributions  to  the  capital  of  a  cap¬ 
tive,  for  example,  would  not  be  deduct¬ 
ible  under  Paragraph  (1). 

At  present,  the  law  is  uncertain  as  to 
the  deductibility  of  premiums  paid  by 
a  taxpayer  to  its  wholly-  or  partially- 
owned  domestic  captive.*®  'The  pro¬ 
posed  bill  would  a.ssure  the  deductibil¬ 
ity  of  such  premiums,  subject  to  the 
limitations  of  Paragraph  (2)  discussed 
below.  It  is  not  Intended,  however, 
that  this  bill  affect  the  deductibility 
of  such  premiums  under  Section  162  of 

’“Revenue  Ruling  No.  77-316  stated  the 
IRS's  position  that  premiums  paid  to  a  tax¬ 
payer's  wholly-owned  foreign  captive  are 
not  deductible.  This  ruling  has  not  been 
tested  In  court,  and  therefore,  it  Is  not  bind¬ 
ing  law.  Furthermore,  the  IRS  has  not 
opined  as  to  the  applicability  of  that  ruling 
to  domestic  captives,  whether  wholly-  or 
partially-owned. 
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the  Code,  relating  to  the  deduction  of 
ordinary  and  necessary  business  ex¬ 
penses.  Thus,  the  deductibility  of 
amounts  paid  to  a  captive  insurer  with 
respect  to  a  taxpayer’s  product  liabil¬ 
ity  under  Paragraph  (1)  is  not  depen¬ 
dent  upon  current  or  future  interpre¬ 
tations  of  the  law  regarding  Section 
162  or  terms  such  as  “insurance”  and 
“insurance  premium.”  (See  discussion 
of  Paragraph  (12)  below). 

Paragraph  (.2)— Determination  of 
Amount 

Paragraph  (2)  sets  forth  the  limita¬ 
tions  on  the  amount  deductible  under 
Section  165(i).  It  creates  a  two-tier  .set 
of  limitations.  With  respect  to  taxpay¬ 
ers  who  have  a  “severe  product  liabil¬ 
ity  Insurance  problem"  (as  defined  in 
Paragraph  (ID),  the  deduction  is 
limited  to  the  lesser  of: 

(1)  five  percent  of  the  gross  receipts 
of  the  taxpayer  from  such  product  or 
products: 

(2)  the  amount  which,  when  added 
to  the  sum  of  the  balance  of  the  tax¬ 
payer’s  product  liability  loss  reserve 
account  and  of  the  net  contributions 
of  the  taxpayer  to  his  captive  insurer, 
equals  fifteen  percent  of  the  taxpay¬ 
er’s  average  yearly  gross  receipts  for 
such  product  or  products  during  the 
base  period:  or 

(3)  $100,000. 

For  taxpayers  which  do  not  qualify  as 
having  a  severe  product  liability  insur¬ 
ance  problem,  those  three  benchmarks 
are  set  at  two  percent,  ten  percent, 
and  $25,000,  respectively,  and  the  de¬ 
duction  is  limited  to  the  lesser  of  the 
three. 

The  limitations  on  deductibility  set 
forth  in  Paragraph  (2)  provide  clear 
guidelines  to  taxpayers  as  to  the 
amount  they  are  permitted  to  deduct 
pursuant  to  Paragraph  (1).  This  clar¬ 
ity  and  certainty  is  preferable  to  the 
more  ambiguous  standards  used  in 
H.R.  10272  (La  Falce)  and  H.R.  7711 
(Whalen).  H.R.  10272  limits  the  deduc¬ 
tion  to  “an  amount  equal  to  the  fair 
market  value  of  product  liability  insur¬ 
ance  for  such  taxpayer  for  such  year.” 
H.R.  7711  limits  the  deduction  to: 

“the  reasonable  cost  to  the  taxpayer 
(but  for  such  trust)  for  insurance  for 
such  year  for  the  payment  of  product 
liability  claims  and  expenses  directly 
related  to  the  inve.stigation  and  settle¬ 
ment  (or  opposition)  of  such  claims.” 

The  proposed  bill  does  not  limit  the 
deductions  under  Paragraph  (1)  to 
only  taxpayers  with  a  severe  product 
liability  problem.  The  two-tier  system 
recognkes  the  problems  of  equity  and 
uncertainty  inherent  in  relying  solely 
on  the  criterion  of  “severe  product  li¬ 
ability  problem.”  On  the  one  hand,  at¬ 
tempts  to  quantify  that  criterion  in  a 
definition  inevitably  will  exclude  some 
taxpayers  whose  product  liability  situ¬ 
ations  are  severe— thus,  the  problem 
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of  equity  among  taxpayers.  On  the 
other  hand,  reliance  on  a  qualitative, 
rather  than  quantitative,  definition  of 
that  criterion  would  lead  to  uncertain¬ 
ty  in  the  application  and  enforcement 
of  Section  165(i). 

The  term  “base  period”  is  defined  to 
mean  the  shorter  of:  the  period  during 
which  the  election  under  Paragraph 

(1)  continuously  applies  or  the  five 
years  ending  in  the  taxable  year  for 
which  the  current  deduction  is  taken. 

Finally,  as  will  be  discussed  in  more 
detail  below  with  regard  to  Paragraph 
(3),  the  limitations  are  designed  to  pre¬ 
vent  any  tax  advantage  in  Section 
165(i)  from  accruing  to  large  compa¬ 
nies.  Thus,  the  proposed  legislation  fo¬ 
cuses  on  smaller  companies  which,  ac¬ 
cording  to  the  Pinal  Report,  are  af¬ 
fected  most  severely  by  the  product  li¬ 
ability  problem. 

Paragraph  (.3)— Disallowance  of  De¬ 
duction  for  Certain  Losses  Pursuant 

to  Subsection  165ia) 

Paragraph  (3)  limits  the  deduction 
of  losses  under  Subsection  165(a).  It 
provides  that  no  deduction  shall  be  al¬ 
lowed  for  any  product  liability  loss 
paid  or  incurred  by  the  taxpayer 
except  to  the  extent  that  the  aggre¬ 
gate  amount  of  those  losses  during 
such  year  exceeds  the  sum  of; 

(1)  the  amount  in  the  taxpayer’s 
product  liability  loss  reserve  account 
at  the  beginning  of  the  taxable  year, 
plus 

(2)  the  aggregate  amount  of  pay¬ 
ments  by  the  taxpayer  to  such  account 
within  the  taxable  year  which  are  al¬ 
lowable  as  a  deduction  under  Para¬ 
graph  ( 1 ). 

The  purpose  of  this  paragraph  is 
twofold.  First,  it  makes  it  clear  that 
losses  cannot  be  both  paid  out  of 
funds  contributed  to  a  product  liabil¬ 
ity  loss  reserve  account  and  deducted 
as  a  loss  under  Subsection  165(a).  To 
allow  otherwise  would  permit  a  double 
deduction  of  those  losses. 

Second,  Paragraph  (3)  interacts  with 
the  limitations  set  forth  in  Paragraph 

(2)  to  limit  the  tax  deferral  benefits  of 
Section  165(i)  to  smaller  companies. 
Companies  which  incur  over  $25,000 
annually  in  product  liability  losses— 
the  maximum  amount  deductible  an¬ 
nually  for  firms  which  do  not  have  a 
severe  product  liability  insurance 
problem— would  not  receive  any  tax 
deferral  benefit  from  the  proposed 
bill.  This  is  because  their  losses  would 
be  deductible  in  that  year  under  Sec¬ 
tion  165(a),  regardless  of  the  provi¬ 
sions  of  Section  165(i).  The  same  phe¬ 
nomenon  would  apply  to  companies 
with  a  severe  product  liability  insur¬ 
ance  problem  except  that  the  cutoff 
point  would  be  $100,000. 

Paragraph  (.4)— Use  of  Funds  of 
Account  for  an  Inappropriate  Purpose 

Subparagraph  4(A)  sets  forth  the 
penalty  to  be  incurred  by  a  taxpayer 


for  using  funds  in  his  product  liability 
loss  reserve  account  for  a  purpose 
which  is  inconsistent  with  the  provi¬ 
sions  of  Paragraph  (9)  of  the  bill.  The 
latter  paragraph  limits  the  use  of  the 
funds  to  the  payment  of  the  product 
liability  losses  and  expenses  of  the 
taxpayer  and  the  administrative  and 
other  incidental  expenses  of  the  trust. 

Subparagraph  4(B)  contains  an  ex¬ 
ception  to  the  above  rule  in  recogni¬ 
tion  of  the  accounting  realities  con¬ 
fronted  by  a  taxpayer.  In  that  regard, 
in  most  instances  a  taxpayer  does  not 
know  the  exact  amoimt  of  his  gross  re¬ 
ceipts  for  a  taxable  year  on  the  day 
that  year  ends.  Instead,  the  taxpayer 
must  wait  until  after  his  post  year-end 
audit  is  completed.  Similarly,  his  prod¬ 
uct  liability  losses  and  expenses  may 
not  be  known  until  that  time.  There¬ 
fore,  a  taxpayer  cannot  determine  the 
amount  of  contributions  to  his  prod¬ 
uct  liability  loss  reserve  account  per¬ 
mitted  under  Paragraph  (2)  until  that 
audit  is  completed.  This  subparagraph 
allows  the  taxpayer  to  remove 
amounts  contributed  to  his  loss  re¬ 
serve  account  which  are  above  the 
limitations  set  forth  in  Paragraph  (2) 
within  the  specified  period  without 
penalty. 

Paragraph  t5)—Time  When  Payments 
to  Account  Are  Deemed  Made 

Paragraph  (5)  allows  a  taxpayer  to 
make  a  contribution  to  his  product  li¬ 
ability  loss  reserve  account  within  the 
same  period  specified  in  Paragraph  (4) 
and  still  have  it  treated  as  having  been 
made  within  the  previous  taxable 
year.  Again,  this  is  in  recognition  of 
the  lag  between  the  end  of  the  taxable 
year  and  the  time  when  the  taxpayer’s 
financial  statements  are  completed. 
Paragraph  (5)  would  assure  taxpayers 
of  the  opportunity  to  contribute  the 
maximum  amount  permitted  under 
Paragraph  (2)  to  their  product  liabil¬ 
ity  loss  reserve  accounts. 

Paragraph  (6)— Payments  to  Account 
to  be  in  Cash  or  Certain  Other  Items 

Paragraph  (6)  limits  deductions 
under  Paragraph  (1)  with  respect  to  a 
taxpayer’s  product  liability  loss  re¬ 
serve  account  to  contributions  of  cash 
or  the  other  items  in  which  the  funds 
of  said  account  may  be  invested  under 
Paragraph  (10).  The  purpose  of  this 
paragraph  is  to  eliminate  the  tax  in¬ 
centive  for  contributions  of  property 
which  would  not  be  readily  available 
for  compensating  injured  consumers. 

Paragraph  17)— Special  Rule  for 
Controlled  Groups 

Subparagraph  (7)(A)  provides  that, 
with  respect  to  any  taxpayer  which  is 
a  component  member  of  a  controlled 
group  of  corporations,  only  gross  re¬ 
ceipts  properly  attributable  to  such 
taxpayer  under  Section  482  of  the 


code  shall  be  taken  into  account  for 
the  purpose  of  determining  the  maxi¬ 
mum  annual  deduction  under  Para¬ 
graph  (2).  The  objective  of  this  provi¬ 
sion  is  to  ensure  that  gross  receipts  for 
products  (or  services)  which  would  not 
qualify  directly  for  a  deduction  under 
Paragraph  (1)  are  not  included  indi¬ 
rectly  in  the  computation  of  the  maxi¬ 
mum  limit  under  Paragraph  (2). 

Subparagraph  (7)(A)  also  limits  the 
aggregate  deductions  under  Subsec¬ 
tion  165(i)  taken  by  all  of  the  compo¬ 
nent  members  of  a  controlled  group  of 
corporations  to  that  which  would  be 
permitted  under  Paragraph  (2)  if  that 
controlled  group  consisted  of  a  single 
corporation.  This  prevents  any  addi¬ 
tional  tax  benefit  from  accruing  to 
firms  which  have  divided  their  busi¬ 
nesses  into  subcomponent  firms,  as 
compared  to  firms  which  have  not 
done  so. 

This  limitation  is  consistent  with 
other  provisions  of  the  Code.  For  ex¬ 
ample.  Section  1561  limits  component 
members  of  a  controlled  group  of  cor¬ 
porations  to  one  surtax  exemption 
under  Section  11(d)  of  the  Code  and  a 
single  accumulated  earnings  tax  credit 
of  $150,000  under  Section  535(c)(2)  of 
the  Code. 

Subparagraph  (7)(B)  defines  the 
term  “controlled  group  of  corpora¬ 
tions”  by  reference  to  paragraphs  (1), 
(2),  and  (3)  of  Section  1563  of  the 
Code  with  one  modification.  It  pro¬ 
vides  that  the  determination  of  wheth¬ 
er  a  taxpayer  is  a  component  member 
of  such  a  controlled  group  during  a 
calendar  year  shall  be  made  on  De¬ 
cember  31  of  such  year. 

Subparagraph  (7)(C)  provides  for 
the  application  of  principles  similar  to 
those  set  forth  in  Subparagraphs 
(7)(A)  and  (7)(B)  to  groups  of  taxpay¬ 
ers  under  common  control  where  one 
or  more  of  the  taxpayers  is  not  a  cor¬ 
poration. 

Paragraph  (.8)— Election  and 
Dissolution  of  Account 

Subparagraph  (8)(A)  directs  the  Sec¬ 
retary  of  the  Treasury  to  prescribe  by 
regulation  the  time  and  manner  in 
which  the  election  by  a  taxpayer 
under  Paragraph  (1)  shall  be  made. 
Furthermore,  the  Secretary  is  directed 
to  prescribe  the  time,  manner,  and 
conditions  under  which  a  taxpayer 
may  terminate  his  product  liability 
loss  reserve  account  and  distribute  the 
funds  accumulated  therein  without 
being  subject  to  the  penalty  described 
in  Paragraph  (4).  The  regulations  pro¬ 
mulgated  by  the  Secretary  in  this 
regard  will  determine,  in  part,  the 
extent  to  which  product  liability  loss 
reserve  accounts  will  serve  as  a  tax  de¬ 
ferral  and  shelter  device.  The  ability 
of  taxpayers  to  accumulate  substantial 
amounts  of  tax-free  dollars  in  such  ac¬ 
counts  and  to  distribute  them  without 
penalty  upon  dissolution  of  the  com- 
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pany,  for  example,  could  make  prod¬ 
uct  liability  loss  reserve  accounts  an 
attractive  alternative  to  qualified  pen¬ 
sion  and  profit-sharing  plans  (Section 
401  et  seg.  of  the  Code). 

Regarding  the  election  under  Para¬ 
graph  (1),  Subparagraph  (8)(B)  directs 
the  Secretary  to  prescribe  regulations 
requiring  a  taxpayer  to  indicate 
whether  he  is  electing  to  transfer  all. 
or  any  portion,  of  the  net  income 
earned  on  funds  in  his  product  liabil¬ 
ity  loss  reserve  account  to  that  ac¬ 
count.  Net  income  which  the  taxpayer 
does  not  elect  to  .so  transfer  must  be 
withdrawn,  but  without  penalty  under 
Paragraph  (4). 

The  purpose  of  this  subparagraph  is 
to  clarify  the  status  of  net  income 
earned  on  the  assets  of  a  taxpayer’s 
product  liability  loss  reserve  account 
under  Subsection  165(i).  Unless  a  tax¬ 
payer  elects  to  contribute  that  net 
income  to  his  product  liability  loss  re¬ 
serve  account,  it  will  not  be  considered 
part  of  that  account  and  must  be  with¬ 
drawn.  His  election  to  transfer  the  net 
income  earned  to  that  account,  howev¬ 
er.  is  subject  to  the  limitations  on 
annual  contributions  set  forth  in  Para¬ 
graph  (2).  Thus,  the  limitations  on  the 
maximum  size  of  product  liability  loss 
reserve  accounts  are  made  effective. 

The  election  procedure  gives  the 
taxpayer  the  option  of  transferring 
the  net  income  earned  on  account 
assets,  rather  than  providing  for  an 
automatic  transfer.  Furthermore,  by 
requiring  the  withdrawal  of  net 
income  which  is  not  contributed,  ac¬ 
counting  procedures  are  simplified. 
Thus,  all  funds  in  a  taxpayer’s  product 
liability  loss  reserve  account  will  have 
been  deducted  upon  their  transfer  and 
will  be  subject  to  the  various  restric¬ 
tions  set  forth  in  Subsection  165(i). 
The  mandatory  withdrawal,  however, 
does  not  prevent  a  taxpayer  from 
maintaining  the  withdrawn  funds  in  a 
separate  account  for  self-insurance  for 
product  liability.  Those  funds  simply 
are  not  deductible  under  Subsection 
165(i). 

The  term  “net  income’’  is  used  to 
make  it  clear  that  the  taxpayer  may 
offset  investment  losses  against  gains. 

Paragraph  (9)— Definitions 

Paragraph  (9)  defines  certain  terms 
used  in  the  bill.  “Product  liability”  is 
defined  to  mean  liability  for  damages 
arising  out  of  operations  after  the  op¬ 
eration  has  been  completed  or  aban¬ 
doned  and  for  damages  arising  out  of 
negligence  in.  breach  of  warranty  re¬ 
garding.  or  defects  in  a  product  manu¬ 
factured,  imported,  distributed,  leased, 
or  sold  by  the  taxpayer.  The  term  is 
limited  to  damages  arising  out  of  phys¬ 
ical  injuries  to  persons  or  property 
and  would  not  encompass  loss  of  prof¬ 
its. 

“Product  liability  loss”  is  defined 
broadly  to  mean  any  “loss  attributable 


to  the  product  liability  of  the  taxpay¬ 
er.” 

“Product  liability  loss  reserve  ac¬ 
count”  is  defined  as  any  trust  created 
under  the  laws  of  the  United  States  or 
any  state  (including  the  District  of  Co¬ 
lumbia),  the  trustee  of  which  is  a  bank 
or  other  person  approved  by  the  Sec¬ 
retary.  The  exclusive  purpose  of  such 
trusts  is  limited  to  the  satisfaction  of 
the  product  liability  losses  and  ex¬ 
penses  incurred  by  the  taxpayer  in  the 
investigation,  settlement  and  opposi¬ 
tion  of  any  product  liability  claims 
against  the  taxpayer,  and  the  payment 
of  the  administrative  and  other  inci¬ 
dental  expenses  of  the  trust.  The  term 
is  further  defined  so  as  to  preclude  the 
indirect  use  of  the  assets  of  the  trust 
by  the  taxpayer  for  purpo.ses  other 
than  those  described  above.  Trust 
assets  may  not  be  borrowed,  used  as 
security  for  a  loan  or  otherwise  used 
by  the  taxpayer  for  any  purpose  other 
than  those  set  forth  in  Subparagraph 

(9) (C)(iii):  nor  may  the  assets  be  com¬ 
mingled  with  any  other  property  other 
than  in  a  common  trust  fund  or  invest¬ 
ed,  except  as  permitted  in  Paragraph 

(10) . 

“Captive  in.surer”  is  defined  by  any 
insurer  wholly-  or  partially-owned  by 
the  taxpayer,  directly  or  Indirectly, 
which  is  licen.sod  to  provide  product  li¬ 
ability  insurance  to  the  taxpayer 
under  the  laws  of  a  State  of  the 
United  States.  Deductions,  therefore, 
would  not  be  permitted  for  premiums 
paid  to  so-called  “offshore”  captive  in¬ 
surers  under  Paragraph  (1), 

“Net  contributions  of  taxpayer  to 
his  captive  insurer”  is  defined  to  mean 
the  greater  of:  (i)  the  aggregate  premi¬ 
ums  paid  by  the  taxpayer  to  his  cap¬ 
tive  insurer  for  products  coverage,  less 
all  amounts  paid  by  his  captive  insurer 
for  product  liability  claims  against  the 
taxpayer,  or  (ii)  zero.  The  purpose  of 
this  definition  is  to  treat  payments  to 
captive  Insureis  in  a  similar  fashion  as 
contributions  to  product  liability  loss 
reserve  accounts  for  the  purpose  of 
Paragraph  (2).  In  that  regard,  the  for¬ 
mula  used  prevents  a  negative  number 
from  arising  as  a  result  of  large  claim 
payments  by  the  captive  insurer. 

Paragraph  U 0)— Restrictions  on 
Investment  of  Assets 

In  order  to  assure  that  funds  are 
available  to  compensate  injured  con¬ 
sumers,  investment  of  the  assets  of  a 
taxpayer’s  product  liability  loss  re¬ 
serve  account  is  limited  to  certain  low- 
risk  and  highly  liquid  assets.  These 
assets  are:  (1)  public  debt  securities  of 
the  United  States.  (2)  obligations  of  a 
State  or  local  government  which  are 
not  in  default  as  to  principal  or  inter¬ 
est,  and  (3)  time  or  demand  deposits  in 
a  bank  or  an  insured  federal  credit 
union  located  in  the  United  States. 


Paragraph  t ID— Severe  Product 
Liability  Insurance  Problem 

Paragraph  (11)  sets  forth  the  crite¬ 
ria  for  determining  whether  a  taxpay¬ 
er  has  a  severe  product  liability  insur¬ 
ance  problem  for  the  purpose  of  Para¬ 
graph  (2).  In  order  to  qualify,  either 
the  taxpayer  must  have  been  unable 
to  obtain  a  premium  quotation  for 
product  liability  Insurance,  with  cover¬ 
age  of  up  to  $1,000,000,  from  any  in¬ 
surer  other  than  a  captive  insurer,  or 
the  taxpayer  must  have  been  unable 
to  obtain  a  premium  quotation  for 
such  coverage  equal  to  three  percent 
or  less  of  the  gross  receipts  of  the  tax¬ 
payer  for  such  taxable  year.  These  two 
criteria  attempt  to  quantify,  albeit  ar¬ 
bitrarily,  the  unavailability  and  unaf¬ 
fordability  parameters,  respectively,  of 
product  liability.  The  inability  of  the 
taxpayer  to  obtain  a  premium  quota¬ 
tion  for  product  liability  insurance 
coverage  greater  than  $1,000,000  at 
any  cast,  or  at  a  cost  of  more  than 
three  percent  of  the  gross  receipts  of 
the  taxpayer,  would  not  qualify  as  a 
severe  product  liability  insurance 
problem. 

Paragraph  i  12)— Deductibility  of 

Amounts  Paid  to  Captive  Insurers  as 
an  Ordinary  and  Necessary  Business 
Expense 

As  has  been  di.scus.sed  above  with  re¬ 
spect  to  Paragraph  (1),  at  prsent,  the 
law  is  uncertain  regarding  the  deduct¬ 
ibility  of  premiums  paid  to  captive  in¬ 
surance  companies  under  Section  162 
of  the  Code.  The  purpose  of  Para¬ 
graph  (12)  is  to  clarify  that  the  pro¬ 
posed  bill— by  establishing  a  partial 
deduction  for  premiums  paid  to  cap¬ 
tive  insurers— is  not  intended  to  affect 
the  deductibility  of  such  premiums 
under  that  section.  Of  course,  double 
deductions  of  the  same  loss  or  expense 
are  not  permitted. 

Paragraph  (13)— Discharge  of  Indebt¬ 
edness  of  Taxpayer  by  Product  Li¬ 
ability  Loss  Reserve 

Paragraph  (13)  of  the  proposed  bill 
provides  that  the  payment  by  the 
trustee  of  a  taxpayer’s  product  liabil¬ 
ity  loss  reserve  account  of  product  li¬ 
ability  lo.sses  sustained  by  a  taxpayer, 
expenses  incurred  in  the  investigation, 
settlement,  and  opposition  of  any 
product  liability  claims  against  the 
taxpayer,  or  other  expenses  as  permit¬ 
ted  under  Section  165(i)(9).  shall  not 
be  included  in  the  gross  income  of  the 
taxpayer.  The  purpose  of  this  para¬ 
graph  is  to  prevent  the  discharge  of 
these  legal  obligations  of  the  taxpayer 
by  the  trustee  from  being  considered 
income  to  the  taxpayer  under  Section 
61  of  the  Code.  If  that  were  the  case, 
the  deduction  created  by  the  proposed 
bill  would  be  offset  by  income  to  the 
taxpayer. 

ACCUMULATED  EARNINGS  TAX 

Section  3  amends  Section  537  of  the 
Code  by  Inserting  a  new  paragraph 
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(bK4)  which  would  treat  amounts  ac¬ 
cumulated  in  a  taxpayer’s  product  li¬ 
ability  loss  reserve  account  and 
amounts  paid  by  a  taxpayer  to  a  cap¬ 
tive  insurer  as  funds  accumulated  for 
the  reasonably  anticipated  needs  of  a 
business,  to  the  extent  those  amounts 
are  deductible  pursuant  to  Section 
165(i).  This  means  that  those  amounts 
would  not  be  subject  to  the  accumulat¬ 
ed  earnings  tax.  Other  amounts  so  ac¬ 
cumulated  or  paid  remain  subject  to 
the  burden  of  proof  set  forth  in  Sec¬ 
tion  534  of  the  Code  and  may  be  sub¬ 
ject  to  that  tax. 

EFFECTIVE  DATE 

Section  4  makes  the  amendments 
made  by  this  bill  applicable  to  taxable 
years  beginning  after  December  31. 
1977. 
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